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Preface 


This  paper  is  the  fourth  of  a  four  part  series  on  alternative  strate- 
gies for  controlling  the  costs  of  state  Medicaid  programs.     These  papers 
were  funded  by  the  National  Center  for  Health  Services  Research  as  part  of 
a  larger  effort  to  analyze  the  effect  the  1974-75  recession  had  on  the 
states'  ability  to  finance  health  services  for  the  poor.     The  Medicaid  Cost 
Containment  Series  is  a  systematic  examination  of  (1)  state  options  which 
are  permitted  by  federal  regulations  and  (2)  state  options  which  would  im- 
prove the  efficiency  and  effectiveness  of  the  program.     These  alternatives 
do  not  necessarily  overlap.     Indeed,  federal  regulations  often  preclude 
rational  state  behavior.     Therefore,  we  set  forth  the  cost  containment 
issues  and  options  regarding  Medicaid  eligibility,  benefits,  provider  re- 
imbursement, and  utilization  controls.     We  then  address  possible  changes  in 
federal  regulations  and  financing  mechanisms  which  might  improve  state 
management  of  Medicaid. 

The  ambiguity,  urgency,  and  political  sensitivity  of  the  Medicaid  pro- 
gram has  fostered  a  climate  of  crisis  incrementalism.     In  the  midst  of  the 
furor  over  what  to  do  next,  we  often  lose  sight  of  the  reasons  why  the 
states  have  found  themselves  saddled  with  this  expensive  and  unwielding 
program,  why  they  have  been  unable  to  manage  their  programs,  and  what  steps 
the  federal  government  might  take  to  improve  the  capacity  of  the  states  to 
administer  their  program  without  abandoning  their  clients. 

In  the  following  papers,  we  shall  examine  the  factors  which  make  the 
states'  Medicaid  programs  so  susceptible  to  economic  fluctuations.  This 
shall  be  done  in  the  context  of  the  1974-75  recession.     It  will  be  noted 
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that  while  states  suffering  the  most  severe  fiscal  strain  were  forced  to 
make  the  most  drastic  cutbacks  in  their  programs,  even  states  which  did  not 
experience  fiscal  strain  (indeed,  states  which  flourished  as  the  value  of 
their  natural  oil  deposits  or  farm  products  skyrocketed)  made  substantial 
Medicaid  cutbacks.     The  first  group  of  states  experienced  hardship  because 
of  the  inadequacies  within  the  federal/state  financing  mechanism;  namely, 
the  lack  of  a  counter  cyclical  adjustment.     The  second  group  of  states 
poses  other  issues,  for  their  cutbacks  are  unrelated  to  fiscal  strain.  The 
limitations  those  states  have  placed  on  their  Medicaid  programs  are  in  an- 
ticipation of  their  program  expenditures  (and  programs  in  other  states) 
escalating  beyond  acceptable  financial  limits.     Their  acts  are  also  a 
failure  of  federal  policy  and  regulations. 

The  chapter  on  alternative  approaches  to  federal  financing  addresses 
the  funding  issues.     We  examine  incentives  facing  the  states  through  cur- 
rent financing  arrangements.     Medicaid  is  financed  by  federal  and  state 
funds  on  an  open-ended  matching  grant  basis  where  the  federal  contribution 
varies  inversely  with  the  per  capita  income  of  the  state.     The  federal 
medical  assistance  percentage  ranges  between  50  percent  and  83  percent  of 
the  state's  total  Medicaid  expenditures.     Current  financing  mechanisms 
give  rise  to  three  concerns:     responsiveness  of  federal  contributions  to 
the  fiscal  strain  faced  by  states  in  recessionary  times,  failure  to  en- 
courage efficient  management  of  program  expenditures,  and  an  incentive  to 
overallocate  resources  to  Medicaid  relative  to  other  public  and  private 
spending. 

Under  the  current  arrangement,  there  is  always  a  two  to  three  year 
lag  between  the  years  upon  which  the  per  capita  income  formula  is  based  and 
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the  year  in  which  it  is  applied.     This  tends  to  exacerbate  the  strain  on 
already  overburdened  states  and  to  give  rise  to  a  tendency  to  "perverse" 
fiscal  behavior.     Two  alternatives  whereby  federal  contributions  to  state 
Medicaid  programs  would  be  more  cyclically  sensitive  are  discussed. 

The  chapter  then  considers  the  issue  of  the  resource  allocation  incen- 
tives generated  by  open-ended  matching  grants.     Matching  grants  provide 
substantial  income  to  the  states  but  also  change  the  relative  costs  of 
Medicaid  services  versus  other  public  and  private  goods  and  services. 
States  have  responded  to  federal  matching  grants  by  increasing  expenditures 
on  health  care  for  the  poor.     The  paper  suggests  programs  in  many  states 
may  have  expanded  beyond  levels  which  are  satisfactory  to  the  citizenry  of 
the  states.     States  find  it  difficult  to  retrench  because  of  lack  of  knowl- 
edge of  cost  containment  strategies,  political  power  of  provider  associa- 
tions, and  limitations  placed  on  their  options  by  federal  laws  and  regula- 
tions.    Open-ended  matching  grants  have  also  generated  program  expansion 
beyond  levels  which  are  acceptable  from  the  federal  perspective.     At  the 
same  time,  expenditure  levels  in  other  states  do  not  appear  to  provide 
adequate  financing  of  health  services  for  the  poor.     The  paper  suggests 
that  the  dilemma  can  be  attributed  to  matching  rates  which  are  too  high  in 
some  states  and  too  low  in  others. 

Four  alternatives  to  the  current  financing  system  are  then  examined. 
The  first  alternative  is  a  widening  of  the  matching  rate  structure.  A 
related  alternative  is  a  system  of  closed-end  matching  grants  whereby  maxi- 
mums to  federal  payments  would  be  established.     Either  alternative  could  be 
designed  to  achieve  federal  objectives.     Which  alternative  would  do  so  at 
the  least  cost  to  the  federal  government  is  not  clear. 
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Arguments  for  and  against  block  grants  are  considered  next.  Block 
grants  would  drastically  affect  the  incentives  facing  the  states  because 
states  would  at  the  margin  bear  the  full  costs  of  health  services  for  the 
poor.     The  paper  concludes  that  a  change  to  block  grants  coupled  with 
shifts  in  the  distribution  of  funds  among  states  would  contribute  to  a 
more  equitable  distribution  of  expenditures  on  health  services  for  the 
poor.     The  paper  suggests,  however,  that  the  objective  of  achieving  a 
given  federal  target  for  health  expenditures  for  the  poor  throughout  the 
country  could  be  obtained  at  less  cost  to  the  federal  government  through 
open-ended  matching  grants  with  wide  differentials  in  the  federal  share. 

The  financing  discussion  concludes  with  arguments  for  and  against 
federalization  of  Medicaid.     Federalization  would  permit  adoption  of  uni- 
form eligibility  standards  and  benefit  coverage  and  facilitate  the  coordi- 
nation of  reimbursement  and  regulatory  policies  between  Medicaid,  Medicare, 
and  other  federal  agencies.     In  addition,  because  of  limitations  on  states' 
abilities  to  raise  tax  revenues  at  the  state  level  and  because  benefits 
from  health  care  spending  will  often  accrue  to  other  jurisdictions,  state 
spending  on  health  care  for  the  poor  may  be  less  than  that  which  is  optimal 
from  the  national  perspective.     Thus,  it  may  be  appropriate  that  Medicaid 
be  financed  at  the  federal  level.     Arguments  against  federalization  include 
the  concern  that  with  the  federal  government's  ability  to  engage  in  deficit 
spending,  it  may  be  less  diligent  in  cost  control  efforts,  despite  the 
greater  capacity  for  leverage  that  could  result  from  better  coordination 
of  a  variety  of  federal  health  agencies.     Finally,  much  can  and  has  been 
learned  from  the  presence  of  a  diversity  of  state  Medicaid  programs.  The 
information  which  could  be  gained  from  examination  of  the  various 
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administrative  and  regulatory  practices  which  exist  in  the  present  structure 
of  Medicaid  would  largely  be  lost  with  federalization. 

The  final  chapter  on  changes  in  Medicaid  regulations  restricts  recom- 
mendations to  those  changes  which  would  improve  the  states'  capacity  to 
contain  their  costs  without  denying  clients  access  to  necessary  care.  We 
further  restrict  our  attention  to  changes  that  are  politically  and  adminis- 
tratively feasible. 

The  following  recommendations  are  made,  in  the  order  of  their  poten- 
tial savings: 

1.  The  federal  government  should  impose  a  limit  on  total  hospital 
revenues . 

2.  The  federal  government  should  increase  its  financial  share  for 
long-term  care  services. 

3.  States  should  be  required  to  institute  and  operate  a  Surveillance 
and  Utilization  Review  System  (S/UR) .     The  federal  government  should  fi- 
nance all  of  the  development  costs  for  this  component  of  the  Medicaid 
Management  Information  System  (MMIS) . 

4.  Early  Periodic  Screening,  Diagnosis,  and  Treatment  (EPSDT)  pro- 
grams should  be  targeted  at  specific  diseases  within  specific  groups  of 
children. 

5.  States  should  be  allowed  to  experiment  with  limiting  benefits 
by  diagnosis. 

6.  States  should  be  required  to  issue  Medicaid  clients  photo- 
identification  cards. 
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7.  States  should  be  allowed  to  institute  nominal  copayments  for 
physician  ambulatory  care  (and  physician  substitutes).     Certain  care 
should  be  excluded  from  copayments. 

8.  The  freedom  of  choice  provision  should  be  deleted. 

9.  All  nursing  homes  certified  for  either  Medicaid  or  Medicare 
must  participate  in  both  programs. 
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CHAPTER  I 

CAUSES  OF  THE  RISING  COSTS  IN  MEDICAID 

A.  Background 

The  1965  amendments  to  the  Social  Security  Act  created  the  Medicare 
and  Medicaid  programs  to  finance  health  services  for  the  aged  and  the 
poor.     Medicaid  was  designed  to  finance  health  services  for  the  poor  and 
is  tied  to  the  federal-state  public  assistance  system.     Medicaid  has 
grown  considerably  since  its  adoption  and  currently  finances  health  ser- 
vices for  over  20  million  individuals.     The  program  has  generated  repeated 
and  increasing  controversy  due  to  the  continuing  rapid  growth  in  expendi- 
tures.    From  $2.3  billion  expended  in  1967  by  federal,  state,  and  local 
governments,  expenditures  on  Medicaid  reached  $12.9  billion  by  1975.  The 
federal  share  of  these  expenditures  was  approximately  53  percent,  with 
state  governments  contributing  38  percent  and  local  governments  providing 
the  remaining  9  percent. 

While  the  growth  over  these  nine  years  represents  a  23  percent  average 
annual  rate,  a  considerable  portion  of  it  occurred  in  the  earlier  years  as 
additional  states  initiated  the  program.     Changes  in  social  attitudes  and 
in  governmental  policies  during  this  period  expanded  participation  in  pub- 
lic assistance  programs,  the  primary  source  of  Medicaid  recipients.  Be- 
ginning in  1971,  the  growth  in  expenditures  moderated  somewhat  so  that  the 
average  rate  of  increase  was  15  percent  through  1974.     However,  fiscal 
1975  expenditures  jumped  24  percent."'"    Even  with  the  reduced  growth  rates 
experienced  prior  to  1975,  Medicaid  expenditures  grew  faster  than  total 
state  expenditures  and  state  own-source  revenues  as  shown  in  Table  I. 
Given  that  state  and  local  expenditures  were  also  growing  in  importance 
during  this  time,  the  share  of  per  capita  income  absorbed  by  Medicaid 
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TABLE  I 

Medicaid  Expenditures  from  State  Sources 
as  a  Percentage  of  Total  State  Expenditures 
and  Own- Source  Revenues 1 
FY  1971  -  FY  1975 

2 

Percent  of  Total  Expenditures      Percent  of  Own-Source  Revenues 

1971  3.0  4.0 

1972  3.5  4.3 

1973  3.7  4.5 

1974  3.7  4.5 

1975  3.9  5.2 

^"Includes  all  states  except  Arizona  which  does  not  participate  in 
Medicaid. 

2 

Own-Source  Revenues  include  general  revenue  sharing  receipts  for 
1973  and  after. 

Source:     Medicaid  expenditures  are  from:     USDHEW,  Office  of  Financial 

Management,  Social  and  Rehabilitation  Service.     State  expendi- 
tures and  revenues  are  from  "State  Government  Finances,"  U.S. 
Dept.  of  Commerce,  Bureau  of  Census,  selected  issues. 


increased  dramatically.     Table  II  shows  the  percentage  increase  in  Medi- 
caid expenditures  per  capita  between  1970  and  1974  for  each  state.  The 
percentage  increase  in  per  capita  personal  income  is  also  given  for  each 
state,  as  well  as  the  ratio  of  the  percentage  change  in  Medicaid  expendi- 
tures per  capita  to  the  percentage  change  in  per  capita  income.     In  vir- 
tually every  state  the  increase  in  Medicaid  expenditures  outstripped  the 
growth  in  per  capita  income.     A  few  states  like  California,  Kentucky,  and 
North  Dakota  have  been  able  to  hold  the  growth  in  Medicaid  expenditures 
below  that  of  per  capita  income.     Others,  however,  particularly  states 
with  programs  adopted  as  recently  as  1970,  e.g.,  Arkansas,  Indiana, 
Mississippi,  and  Tennessee,  have  experienced  phenomenal  increases  in 
program  expenditures. 
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Table  III  provides  a  comparison  of  changes  in  Medicaid  and  AFDC  ex- 
penditures, between  1970  and  1974.     Nationally,  Medicaid  expenditures  grew 
25  percent  faster  than  those  for  Aid  to  Families  with  Dependent  Children 
between  1970  and  1975.     For  some  states,  AFDC  costs  did  increase  more 
rapidly  than  Medicaid,  but  among  the  largest  states,  the  growth  of  Medi- 
caid generally  far  outpaced  that  of  the  AFDC  program.     Texas,  for  instance, 
experienced  over  five  times  as  much  growth  in  Medicaid  costs  as  compared 
to  AFDC,  while  in  New  Jersey  and  New  York,  Medicaid  increased  over  three 
times  as  fast.     Only  California  and  Pennsylvania  had  AFDC  growth  exceeding 
Medicaid's  and  in  both  these  states,  the  increases  in  the  two  programs 
were  rather  moderate. 

TABLE  III 

Changes  in  Medicaid  and  AFDC  Expenditures 
1970-1974 


California 
Illinois 
Michigan 
New  Jersey 
Ohio 

Pennsylvania 
Texas 


Percentage  Change  in 
Medicaid  Expenditures 
 Per  Capita  

22.5 
196.9 
137.0 
171.6 
154.9 

45.5 
158.1 


Percentage  Change  in 

AFDC  Expenditures 
 Per  Capita  

29.4 
136.1 
171.9 

50.9 

35.6 

47.8 

31.2 


Source:     U.S.  Department  of  Health,  Education,  and  Welfare,  Social  Se- 
curity Administration,  "Social  Security  Bulletin — Annual 
Statistical  Supplement,"  selected  years.     USDHEW,  Social  and 
Rehabilitation  Service  "Number  of  Recipients  and  Amounts  of 
Payments  under  Medicaid,"  selected  issues. 

While  such  a  trend  would  undoubtedly  provoke  an  eventual  reaction  to 
limit  Medicaid  expenditures,  the  experience  of  fiscal  1975  precipitated 
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widespread  and  intensive  efforts  to  reduce  the  costs  and  scope  of  the  pro- 
gram.    Prior  to  that  year,  state  governments  generally  had  modified  the 
program  by  liberalizing  and  enlarging  the  coverage  in  terms  of  eligibility 
and  services.     These  expansions  reflected  the  fiscal  well-being  of  state 
governments  accompanying  general  revenue  sharing  and  the  extension  of 
federal  support  to  additional  services.     When  selected  states  undertook 
measures  to  cut  or  control  costs,  they  were  often  very  limited  in  scope 
and  were  rescinded  after  short  periods.     This  tolerant  attitude  toward 
Medicaid  ended  abruptly  in  1975. 

The  upsurge  in  Medicaid  expenditures  and  concern  over  finding  means 
to  control  them  arose  in  fiscal  1975  as  two  significant  exogenous  factors 
exposed  some  fundamental  problems  with  the  program's  structure  and  opera- 
tion.    First,  the  recession  of  1974-75  revealed  the  rather  perverse  cycli- 
cal movements  in  the  demand  for  Medicaid  funding  and  a  state's  ability  to 
meet  these  needs.     Secondly,  the  acceleration  of  price  increases  for 
health  services  following  the  removal  of  Phase  IV  controls  in  early  1974 
demonstrated  the  vulnerability  of  Medicaid  as  a  purchaser  in  the  supplier- 
dominated  market  for  health  services.     Indeed,  it  has  been  the  reinforcing 
impacts  of  these  two  simultaneous  forces  which  brought  the  issue  of  Medi- 
caid costs  so  quickly  to  the  forefront. 

B.      Recessionary  Influences 

Business  cycle  influences  on  the  demand  for  Medicaid  are  related  pri- 
marily to  changes  in  the  level  of  unemployment  and  underemployment.  As 
both  increase,  the  accompanying  decline  in  incomes  qualifies  more  families 
for  public  assistance  and  as  medically  indigent.     Depressed  economic 
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conditions  also  limit  the  opportunities  of  those  already  in  the  program, 
thereby  reducing  the  "normal"  rate  of  attrition.     This  effect  involves 
principally  the  program  segment  for  persons  receiving  Aid  to  Families  with 
Dependent  Children  (AFDC)  and  medically  needy  persons  in  AFDC  families. 
The  other  categories  of  persons  eligible  for  Medicaid — recipients  of  as- 
sistance for  the  aged,  the  blind,  or  the  disabled — exhibit  little  cyclical 
variation  since  only  small  segments  of  these  populations  are  labor  force 
participants . 

The  increase  in  the  number  of  eligibles  attributable  to  a  recession 
will  vary  considerably  among  states  due  to  the  wide  interstate  variations 
in  the  impact  of  any  recession  and  differences  in  social  attitudes  and 
program  administration  across  states.     Estimates  of  the  growth  of  AFDC 
participants  as  the  result  of  the  1974-75  recession  for  18  selected  states 

displayed  in  Table  IV  demonstrate  the  potentially  sizeable  impact  and  its 

2 

wide  variation.      For  two- thirds  of  these  states,  the  recession  added  to 
the  AFDC  rolls,  with  the  growth  from  this  source  ranging  from  .5  percent 
in  New  York  to  13.2  percent  in  Oregon.     While  the  estimates  indicate  the 
recession  reduced  AFDC  participation  in  six  states,  this  is  largely  the 
result  of  the  procedures  used  in  deriving  the  estimates.     The  estimates 
were  based  on  a  comparison  of  actual  experience  in  fiscal  1975  with  a  pro- 
jection of  what  program  experience  would  have  been  without  the  recession. 
In  five  of  the  six  states  with  the  negative  estimates,  substantial  efforts 
by  program  administrators  to  remove  ineligibles  from  the  program  rolls 
were  initiated  and  achieved  significant  successes  in  1975.     This  change 
in  administrative  behavior,  which  produced  a  downward  shift  in  AFDC  par- 
ticipation rates,  was  not  incorporated  in  the  projections.     That  is,  AFDC 
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TABLE  IV 

Growth  in  AFDC  Participation  Rate 
Attributable  to  1974-75  Recession 


Percentage  Growth 


California 

6.1 

Connecticut 

3.3 

Georgia 

3.2 

Illinois 

-9.9 

Iowa 

1.6 

Kentucky 

5.6 

Louisiana 

-1.6 

Maryland 

-10.3 

Michigan 

-5.1 

Minnesota 

8.1 

Missouri 

1.9 

New  York 

.5 

Oregon 

13.2 

Pennsylvania 

-3.2 

South  Carolina 

10.0 

Virginia 

.7 

Washington 

2.0 

Wisconsin 

-4.7 

Source:     Scanlon,  W.  J.,  and  Holahan,  J.,  "Inflation,  Unemployment,  and 
Medicaid,"  Urban  Institute  Working  Paper,  986-1,  September  1976. 

participation  would  very  likely  have  increased  in  those  five  states  in  the 
absence  of  changes  in  administrative  behavior.     In  Michigan,  the  remaining 
state,  the  estimate  understates  the  recession's  impact  since  it  utilizes 
1974  experience  as  a  measure  of  full  employment.     Because  of  the  oil  em- 
bargo in  1973,  and  its  depressing  effect  on  the  automobile  industry, 
Michigan  experienced  large  layoffs  and  felt  a  strong  impact  from  the 
recession  in  fiscal  1974,  well  ahead  of  the  remainder  of  the  country. 

While  the  numbers  of  persons  eligible  for  public  assistance  and  hence 
Medicaid  increases  significantly  as  a  recession  deepens  and  extends 
through  time,  the  program  benefits  only  a  fraction  of  those  who  may  be  in 
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genuine  need.     Individuals  entering  unemployment  usually  lose  their 
employer-sponsored  insurance  coverage  and  face  the  high  cost  of  medical 
care  and  private  non-group  insurance.     A  portion  of  the  unemployed  gain 
income  supplementation  through  the  unemployment  insurance  program  but  this 
short-term  support  will  likely  be  insufficient  for  many  to  finance  either 
insurance  or  needed  health  care.     Medicaid  will  be  available  only  to 
assist  those  unemployed  who  have  substantially  exhausted  their  savings, 
liquidated  excessive  "resources,"  and  met  the  categorical  standards  im- 
posed for  public  assistance. 

Besides  adding  to  the  demand  for  Medicaid  by  increasing  the  number 
of  eligibles,  a  severe  recession  curtails  substantially  the  growth  of 
state  revenue  collections.     This  may  present  an  acute  problem  to  states 
because  most  current  obligations  are  predetermined  and  may  actually  con- 
tain large  scheduled  increases  in  program  spending  that  were  based  on 
earlier  and  rosier  revenue  forecasts.     The  widespread  constitutional  and 
legislative  prohibitions  against  debt  financing  of  current  expenditures 
force  state  governments  either  to  use  surplus  funds  from  prior  years  or 
to  curtail  some  programs  to  balance  their  budgets  in  a  recession. 

While  the  recession  undoubtedly  contributed  to  the  concern  over  the 
size  of  the  Medicaid  expenditures,  it  is  unlikely  that  the  broad  efforts 
to  cut  back  the  program  in  many  states  would  have  taken  place  if  the  prob- 
lem were  regarded  as  a  purely  cyclical  occurrence.    Most  states  would 
probably  have  chosen  to  attempt  to  fund  the  program  out  of  surplus  funds 
or  to  adopt  more  temporary  and  less  severe  measures  to  reduce  program 
size.     However,  states  which  initiated  actions  to  cut  back  their  Medicaid 
program  were  distributed  across  the  spectrum  in  terms  of  the  amount  of 
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fiscal  strain  they  experienced  as  the  result  of  the  recession.     There  was 
an  extraordinary  disparity  in  the  impact  of  the  1974-75  recession  across 
states.     Occurring  simultaneously  with  the  energy  crisis  and  extensive 
inflation  in  basic  commodities,  the  recession  did  not  have  a  noticeable 
effect  on  the  revenues  of  several  energy  producing  and  agricultural 
states.     Indeed,  the  increased  revenues  associated  with  tremendous  growth 
in  collection  of  energy  taxes  resulted  in  several  of  the  former  being  in 
a  more  favorable  fiscal  position  than  in  prior  periods  of  prosperity. 
When  states  are  classified  in  terms  of  the  degree  of  cyclical  strain  ex- 
perienced in  1974-75,  those  severely  affected  do  have  the  largest  number 

3 

engaging  in  some  cutback  as  evidenced  in  Table  V.      However,  almost  as 
many  moderate  and  no-strain  states  made  some  reductions  in  the  scope  of 
their  programs. 


TABLE  V 


States  Cutting  Their  Medicaid  Program 
1975-76 


No  Strain 


Moderate  Strain 


Severe  Strain 


Louisiana 

Maine 

Maryland 

Nevada 

Oklahoma 

Texas 


Arkansas 
Illinois 


Alabama 
Florida 
Georgia 
Michigan 


Massachusetts 
Wisconsin 


New  Hampshire 
New  Jersey 
New  York 
South  Carolina 
South  Dakota 


Tennessee 
Virginia 


Source:  W.  J.  Scanlon,  "The  1974-75  Recession  and  State  Financing  of 
Health  and  Welfare  Programs,"  Urban  Institute  Working  Paper, 
986-5,  September  1976. 
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The  desire  to  control  and  limit  Medicaid  expenditure  growth  may  still 
be  related  to  the  degree  of  fiscal  strain  a  state  faces  because  the  mea- 
sures utilized  applied  strictly  to  the  pressure  associated  with  the  short- 
term  impacts  of  the  recession.     Some  state  governments,  such  as  Maine  and 
Massachusetts,  have  been  experiencing  a  continuing  deterioration  in  their 
ability  to  meet  their  fiscal  obligations  because  of  losses  of  population 
and  industry.     These  states  may  have  found  even  the  relatively  small  im- 
pact of  the  recession  excessive  and  been  motivated  by  it  to  curtail  Medi- 
caid.    The  Medicaid  cutbacks  may  also  be  related  to  the  degree  of  strain 
in  terms  of  their  extensiveness  as  tighter  budget  constraints  demand  that 
greater  savings  be  effected. 

While  the  cutbacks  involved  many  dimensions  of  the  program,  some  in- 
sight into  how  their  intensity  varied  can  be  obtained  by  examining  the 
manner  in  which  mandatory  and  optional  services  were  limited.     As  is  evi- 
dent from  Table  VI,  states  in  all  three  strain  categories  eliminated  or 
restricted  important  services.     Maryland,  a  no-strain  state,  restricted 
convalescent  care  and  dropped  dental  care  for  adults,  while  Texas,  another 
no-strain  state,  reduced  the  number  of  hospital  days  covered  and  elimi- 
nated intermediate  care  facilities  from  coverage.     Arkansas,  a  moderate- 
strain  state,  placed  a  limit  on  prescription  drugs.     Alabama,  Florida,  and 
New  York,  severe-strain  states,  reduced  or  limited  coverage  of  hospital 
stays,  while  two  other  severe-strain  states,  Michigan  and  New  Jersey,  as  we 
as  New  York  eliminated  non-prescription  drugs.     The  most  limited  cuts  did 
occur  in  two  of  the  no-strain  states  with  Maine  dropping  coverage  of  pri- 
vate hospital  rooms  and  private  duty  nursing  and  Nevada  making  a  very 
limited  reduction  in  intermediate  care  facility  coverage.     In  general, 
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Alabama 


Florida 
Georgia 

Maryland 
New  York 
Tennessee 

Texas 
Virginia 


TABLE  VI 
Medicaid  Cutbacks 
Mandatory  Service  Limitations — 1975 

Reduced  covered  hospital  days  from  30  to  14  days,  limited 
physician  visits  for  those  with  chronic  stable  illnesses 
to  one  visit*  per  month,   limited  inpatient  hospital  visits 
to  one  visit  per  day 

Reduced  covered  hospital  days  from  45  to  30  days  per  year 

Limited  inpatient  hospital  visits  to  one  visit  per  day, 
limited  physician  office  visits  and  hospital  outpatient 
to  one  per  month 

Will  not  pay  for  convalescent  care  in  general  hospital 
Twenty  day  maximum  per  illness 

Coverage  of  certain  therapeutic  physician  services 
eliminated 

Reduced  covered  hospital  days  from  30  to  14  days 

Reduced  covered  hospital  days  to  14  days  with  up  to 
21  days  with  approval 


Source:     Medical  Service  Administration  Memorandum,  January  23,  1976: 
"Cutbacks  in  State  Medicaid  Programs"  1976. 


Optional  Service  Limitations — 1975 

Alabama  Eliminated  inpatient  psychiatric  care  for  ages  21  and  under 

Arkansas  Limited  prescriptions  to  three  per  month 

Connecticut         Eliminated  non-emergency  dental  care;  optometry  services 
and  eyeglasses  for  over  21;  chiropractors;  private  duty 
and  practical  nurse  services 

Florida  Eliminated  prosthetic  devices  including  dentures,  eye- 

glasses, hearing  aids,  and  artificial  limbs;  optometrists' 
services,  other  practitioners'  services,  and  dental  ser- 
vices; limit  of  $20  per  month  per  recipient  for  drugs 


Georgia 


Eliminated  adult  dental  and  optical  services 


Louisiana 


Eliminated  coverage  of  non-prescription  drugs  except  for 
insulin,  calcium,  iron,  and  nicotinic  acid 
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TABLE  VI  (cont'd.) 


Maine 


In-hospital  private  rooms  and  private  duty  nursing 
eliminated 


Maryland 


Eliminated  dental  care  for  adults  over  21;  supplies  such 
as  needles,  syringes,  insulin,  family  planning  products; 
routine  podiatry;  custom  foot  supplies,  disposable  sup- 
plies, all  durable  convenience  supplies;  imposed  limit  of 
one  pair  of  eyeglasses  and  one  eye  exam  every  two  years 
for  adults 


Massachusetts 


Michigan 


Nevada 


Eliminated  clinic  services;  prescription  drugs;  dental 
care;  prosthetic  devices;  eyeglasses  for  under  65;  pri- 
vate duty  nurses;  physical,  speech,  and  occupational 
therapies;  optometric  services;  chiropractor  services; 
audiological  services 

Eliminated  physical  therapy  in  nursing  homes,  over-the- 
counter  drugs,  dental  services  for  adults,  vision  and 
hearing  services  for  adults,  limited  inpatient  psychiatric 
care  to  14  days  per  year 

Deleted  intermediate  care  facility  services  for  individuals 
65  or  older  in  institutions  for  tuberculosis 


New  Hampshire 
New  Jersey 


New  York 


Virginia 

South  Dakota 
Texas 


Dental  care  for  adults  except  for  emergencies  eliminated 

Eliminated  non-prescription  drugs  except  for  insulin  and 
contraceptives,  no  replacement  of  lost  or  broken  eye- 
glasses, adult  dental  services  including  dentures,  optome- 
try services,  hearing  aids,  medical  supplies,  and  psycho- 
logical care 

Eliminated  physical,  occupational,  speech  therapies;  audi- 
ology  and  X-ray  services  in  non-clinical  settings, 
chiropractor  and  podiatry  services,  over-the-counter 
drugs;  private  duty  nursing;  adult  dental  care 

Eliminated  durable  equipment  and  expendable  medical  sup- 
plies; prosthetic  devices;  all  orthodontics;  posterior 
endodontics  and  prosthetic  devices  for  children 

Restricted  prescription  drugs  available 

Eliminated  coverage  of  psychiatric  care  for  persons  age 
65  and  over  in  mental  hospitals;  chiropractic  services, 
eyeglasses,  hearing  aids,  dentures,  eliminated  intermediate 
care  facility  coverage 


Source:    Medical  Service  Administration  Memorandum,  January  23,  1976, 
"Cutbacks  in  State  Medicaid  Programs"  1976. 
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it  appears  that  the  program  curtailments  in  terms  of  benefit  coverage  were 
not  strongly  related  to  the  degree  of  cyclical  strain.     This,  at  least, 
suggests  the  Medicaid  cutbacks  reflect  longer  term  concerns  over  the  con- 
tinually increasing  proportion  of  the  state  budget  required  to  maintain 
the  program. 

* 

C.       Long-Term  Growth  in  Costs 

In  addition  to  the  recession  of  1974-75,   the  Medicaid  program  was 
greatly  affected  by  the  disruption  of  the  health  care  market  precipitated 
by  the  removal  of  Phase  IV  price  controls  in  April  1974.     Medical  care 
prices  immediately  jumped  12.6  percent  in  the  first  year  without  con- 
trols as  compared  to  their  3.9  percent  rate  of  increase  per  year  in  the 

4 

previous  two  years  of  controls.       The  continuing  inflation  in  health  care 
costs  is  a  problem  for  Medicaid  since  the  services  it  delivers  are  pur- 
chased in  the  general  market  for  health  care.     While  Medicaid  is  a  sig- 
nificant purchaser  in  that  market,  it  falls  far  short  of  having  monopson- 
istic  power  since  it  accounts  for  only  about  10  percent  of  all  expenditures 
on  health.     Attempts  to  control  prices  may  fail  since  program  administra- 
tors lack  sufficient  power  to  regulate  behavior  of  either  beneficiaries  or 
providers.     Market  imperfections  enable  providers  generally  to  have  con- 
siderable influence  over  both  the  price  and  the  demand  for  their  services. 
Vigorous  attempts  by  Medicaid  to  control  either  prices  or  supply  can  re- 
sult in  providers  declining  to  participate  in  the  program.  Therefore, 
Medicaid's  power  must  necessarily  be  exercised  judiciously  to  preserve  ac- 
cess to  services  for  its  clientele. 
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The  renewal  of  rapid  inflation  in  health  prices  and  the  accompanying 
acceleration  in  Medicaid  expenditures  returned  attention  to  and  under- 
scored the  trends  in  Medicaid  expenditures  so  disturbing  to  both  federal 
and  state  policymakers.     While  total  health  care  expenditures  are  increas- 
ing both  absolutely  and  as  a  percentage  of  GNP  at  rather  surprising  rates, 
the  rate  of  increase  for  Medicaid  has  been  even  higher.     Table  VII  pro- 
vides a  comparison  of  the  annual  percentage  increases  for  total  health 
expenditures,  and  expenditures  financed  by  Medicaid,  other  public  pro- 
grams, and  from  private  sources  for  four  major  services:     hospital  care, 
physician  services,  drugs,  and  nursing  homes.     These  services  comprise 
approximately  80  percent  of  total  health  care  expenditures  and  close  to 
90  percent  of  Medicaid  expenditures.     It  can  be  seen  that  for  all  services 
except  hospital  care,  Medicaid  expenditures  have  been  increasing  substan- 
tially faster  than  privately  financed  expenditures  and  somewhat  ahead  of 
other  publicly  financed  expenditures. 

This  general  trend  has  been  disturbing  to  federal  officials,  and  led 
in  part  to  the  Ford  Administration  proposal  to  put  a  cap  on  federal  Medi- 
caid expenditures  by  substituting  fixed  block  grants  in  place  of  the  open- 
ended  matching  grants  currently  funding  the  program.     However,  concerns  at 
the  state  level  are  probably  more  intense  in  many  states  because  the 
growth  of  Medicaid  costs  is  highly  variable  across  states.     Examining  the 
experience  of  14  states  for  which  1975  program  data  are  available,  it  can 
be  seen  in  Table  VIII  that  the  states  fall  into  three  broad  groups:  those 
which  experienced  an  increase  of  over  30  percent  per  year  in  total  program 
expenditures,  those  which  faced  a  rate  of  increase  of  20  to  30  percent  per 
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TABLE  VII 

Increases  in  Expenditures  for  Health  Services 
Average  Annual  Percentage  Increase 
1972-1975 


Public  Programs 


Total 

Non- 

Private 

Total 

Public 

Medicaid 

Medicaid 

Sources 

Hospital  Care 

12.5 

13.4 

8.3 

14.5 

11.4 

Physician  Services  10.4 

17.2 

26.3 

14.2 

8.3 

Drugs 

8.8 

13.9 

14.7 

5.4 

8.4 

Nursing  Homes 

14.5 

28.2 

29.4 

17.4 

3.8 

Total 

11.5 

15.4 

18.  7 

14.2 

9.1 

Source:     Nancy  L 

.  Worthington, 

"National 

Health  Expenditures, 

1929-74," 

Social 

Services  Bulletin,  February  1975 — Vol 

.  38,  No. 

2 ,  and 

Marjorie  Smith  Mueller  and  Robert  M.  Gibson,  "National  Health 
Expenditures,  Fiscal  Year  1975,"  Social  Security  Bulletin, 
February  1976,  Vol.   39,  No.  2. 


year,  and  those  with  below- average  increases  of  less  than  20  percent  per 
year.     Only  three  of  these  states — Kentucky,  Maryland,  and  Oklahoma — fell 
into  the  last  category.     Their  low  rates  of  growth  are  in  part  the  result 
of  tighter  control  over  the  number  of  recipients.     The  average  annual 
changes  in  recipients  in  these  states  were  among  the  lowest  in  all  14 
states  as  displayed  in  Table  IX.     For  Oklahoma,  recipients  actually  de- 
clined 1.1  percent  per  year.     Kentucky  showed  a  decrease  in  recipients 
between  1973  and  1975.     Controlling  recipients  is  not  sufficient  to  mod- 
erate expenditure  increases  though.     Three  other  states — Iowa,  Minnesota, 
and  Nebraska — also  had  very  small  growth  in  recipients,  but  their  in- 
creases in  total  expenditures  were  highly  inflated  by  large  increases  in 
the  level  of  expenditures  per  recipient. 
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Seven  states  experienced  annual  increases  in  expenditures  of  over 
30  percent.     Two  of  these,  Nebraska  and  Texas,  should  perhaps  be  consid- 
ered differently  from  the  others  as  they  both  had  extremely  large  in- 
creases of  over  70  percent  between  1972  and  1973  and  fairly  small  ones 
between  1973  and  1975.     These  differences  appear  to  reflect  the  first 
year  impact  of  changes  in  benefit  coverage.     The  other  states  with  an 
average  increase  of  over  30  percent — Iowa,  Montana,  Oregon,  South  Caro- 
lina, and  Virginia — had  consistently  large  increases  across  all  three 
years  with  a  much  higher  increase  in  expenditures  for  1974-75  than  for 
1973-74.     For  example,  Montana  had  a  17.2  percent  increase  in  expendi- 
tures between  1973-74  and  a  46.2  percent  increase  in  1974-75;  South  Caro- 
lina suffered  a  52.3  percent  increase  between  1974-75,  compared  to  a 
19.4  percent  increase  the  previous  year.     This  acceleration  of  expendi- 
ture growth  in  the  last  year  is  a  reflection  of  both  the  recession- 
induced  increases  in  late  1974  and  1975  and  the  large  increases  in  health 
care  prices  following  the  removal  of  price  controls  in  early  1974. 

In  looking  at  individual  services,  we  find  that  in  general  the 
largest  increases  have  been  in  expenditures  on  hospital  services,  both 
inpatient  and  outpatient  care,  and  intermediate  care  facilities.     For  in- 
patient hospital  care,  this  reflects  some  increases  in  utilization,  but 
more  importantly  is  the  result  of  substantial  growth  in  the  costs  of 
services  per  user.     All  but  five  states   (New  York,  Massachusetts,  Colo- 
rado,  Illinois,  and  Michigan)  pay  hospitals  on  a  reasonable  cost  basis. 
As  shown  in  the  earlier  papers  on  hospital  reimbursement,  state  govern- 
ments using  reasonable  cost  reimbursement  have  no  effective  control  over 
the  reimbursement  rates  paid.     The  five  states  employing  Medical  Services 
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Administration  approved  prospective  cost  related  systems  in  all  likelihood 
will  replicate  the  reasonable  cost  reimbursement  experience.     Since  over 
68  percent  of  hospital  revenues  are  based  upon  reasonable  cost  reimburse- 
ment from  Medicaid,  Medicare,  and  various  Blue  Cross  plans   (with  other 
third-party  payers  providing  an  additional  20  percent  based  solely  on 
whatever  the  hospital  charges) ,  there  is  little  incentive  for  hospitals 
to  be  efficient  in  their  use  of  inputs  and  to  minimize  costs.     Some  states 
have  responded  to  increasing  reimbursement  rates  by  attempting  to  control 
expenditures  on  hospital  services  by  setting  up  utilization  review  pro- 
cedures,  limits  on  hospital  stays,  and  prior  authorization  for  hospitali- 
zation.    Maryland  and  Texas,  for  example,  have  implemented  some  of  these 
controls  and  have  kept  their  percentage  increases  in  expenditures  on  hos- 
pital care  relatively  low. 

Expenditures  for  outpatient  services  also  increased  at  a  faster  pace 
than  other  services.     A  partial  cause  is  their  role  as  a  substitute  for 
care  provided  by  physicians.     States  have  considerable  latitude  in  setting 
the  reimbursement  rates  for  physicians  and  in  several  instances  have  re- 
stricted the  rate  of  increase  of  those  rates  to  limit  the  growth  in  costs. 
Physician  reimbursement  rates  which  are  low  relative  to  prevailing  area 
charges  can  induce  physicians  to  withdraw  from  the  Medicaid  program  and 
force  recipients  to  increase  their  use  of  outpatient  services  to  obtain 
care.     Even  though  fee  schedules  can  also  be  established  for  outpatient 
services,  the  allocation  of  costs  between  inpatient  and  outpatient  de- 
partments is  sufficiently  discretionary  to  allow  hospitals  to  find  pro- 
vision of  outpatient  care  to  Medicaid  sufficiently  profitable.     Hence,  it 
would  be  unlikely  that  the  supply  of  outpatient  services  would  decline 
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substantially  despite  low  reimbursements.     The  majority  of  states  examined 
exhibited  a  somewhat  negative  relationship  between  percentage  increases  in 
expenditures  for  physician  and  outpatient  services,  suggesting  some  substi- 
tution of  this  type  has  been  occurring.     The  states  which  are  exceptions — 
Michigan,  Montana,  and  South  Carolina — experienced  large  increases  in  ex- 
penditures for  both  services. 

A  large  portion  of  the  growth  of  total  Medicaid  costs  over  this  period 
is  clearly  attributable  to  the  addition  of  intermediate  care  nursing  home 
facilities   (ICFs)  as  a  covered  service  in  1973.     While  it  is  optional  for 
states  to  provide  coverage,  most  states  immediately  opted  for  including 
this  type  of  service  since  it  could  act  as  a  substitute  for  more  expensive 
care  in  skilled  nursing  facilities  and  hospitals.     However,  any  savings 
effected  through  such  substitution  were  outweighed  by  the  fact  that  cover- 
age of  ICFs  meant  that  a  large  number  of  elderly  whose  health  was  not  suf- 
ficiently impaired  to  qualify  for  skilled  nursing  or  hospital  care  were 
now  eligible  for  assistance  under  Medicaid.     Given  the  absence  of  alterna- 
tive housing  and  social  service  programs  for  the  aged,  it  became  rational 
for  both  individuals  and  local  governments  who  would  have  to  provide  ser- 
vices to  needy  elderly  to  attempt  to  shift  a  large  share  of  the  burden  to 
Medicaid  through  the  use  of  ICFs.     As  a  result,  expenditures  on  ICFs  grew 
enormously  in  almost  all  states  offering  coverage.     For  example,  in  Iowa 
the  average  annual'  increase  was  92.5  percent  while  Montana  and  Oregon  ex- 
perienced 48.6  percent  and  63.7  percent  increases  respectively.     Nor  were 
these  large  increases  limited  only  to  states  with  the  high  growth  in  total 
expenditures.     Among  the  low  and  moderate  growth  states,  expenditure  for 
ICFs  increased  89.7  percent  in  Georgia,  270.0  percent  in  Kentucky,  and 
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127.9  percent  in  Wisconsin.     These  enormous  increases  in  expenditures  for 
ICFs  comprise  a  very  large  share  of  the  total  Medicaid  program.     In  1975, 
they  accounted  for  18  to  52  percent  of  program  expenditures  in  the  selected 
states. 

Despite  the  fact  that  Medicaid  expenditures  have  been  growing  faster 
than  other  public  programs,  two  factors  suggest  that  causes  of  that  growth 
lie,  in  part,  outside  the  program  and  that  efforts  at  reducing  Medicaid 
expenditure  growth  perhaps  should  also  address  external  pressures.  First, 
the  number  of  Medicaid  recipients  is  growing  much  faster  than  the  popula- 
tion generally.     Medicaid  recipients  increased  26.6  percent  between  1972 
and  1975  compared  to  a  2.4  percent  increase  in  the  total  population.  Since 
the  participation  rate  of  eligibles  has  exhibited  a  relatively  small  amount 
of  variation  through  time,  most  of  the  change  in  recipients  is  due  to  an 
increased  number  of  eligibles.     For  the  overwhelming  majority  of  persons, 
eligibility  for  Medicaid  is  synonymous  with  being  a  cash  assistance  recip- 
ient.    Thus,  controlling  Medicaid  growth  through  control  of  recipient 
growth  becomes  a  question  of  the  appropriateness  and  administration  of  the 
AFDC  and  SSI  programs. 

A  second  factor  is  that  Medicaid  has  assumed  the  burden  of  providing 
needed  services  not  related  to  health  care.    As  we  have  noted,  the  prime 
example  of  this  is  the  coverage  of  intermediate  care  facilities.     If  fed- 
eral subsidies  were  available  for  appropriate  housing  and  social  service 
programs  for  the  aged,  Medicaid  would  not  be  used  to  fund  the  expansion  of 
the  nursing  home  sector.     This  use  of  Medicaid  funds  is  of  additional  con- 
cern because  the  amount  of  resources  needed  to  provide  care  through  ICFs 
may  be  well  in  excess  of  those  needed  to  provide  adequate  care  for  these 
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persons.     Other  Medicaid  services,  such  as  psychiatric  care  and  various 
forms  of  counseling,  may  be  also  used  excessively  because  of  the  lack  of 
any  subsidy  for  more  appropriate  social  services. 
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CHAPTER  II 

ALTERNATIVE  APPROACHES  TO  FEDERAL  FINANCING  OF  THE  PROGRAM 

A.  Introduction 

The  rapid  expansion  of  the  costs  of  the  Medicaid  program  throughout 
its  history,  coupled  with  the  recent  contractions  of  several  programs  in 
response  to  economic  conditions,  has  raised  questions  about  the  effective- 
ness and  efficiency  of  current  methods  of  financing  the  program.  Medicaid 
is  financed  by  federal  and  state  funds  on  an  open-ended  matching  grant 
basis  where  the  federal  contribution  varies  inversely  with  the  income  of 
the  state.     Several  wealthy  states,  e.g.,  California,  New  York,  Michigan, 
Massachusetts,  and  Illinois,  receive  a  federal  matching  grant  of  50  per- 
cent while  Mississippi  receives  a  contribution  of  83  percent.     The  match- 
ing grant  thus  reduces  the  price  of  health  services  to  the  poor  for  the 
state  and  provides  an  offer  of  funds  for  any  level  of  expenditures  the 
state  is  willing  to  support  at  the  charged  prices.     The  first  problem 
under  current  financing  mechanisms  is  the  inability  of  federal  contribu- 
tions to  be  responsive  to  fiscal  strain  faced  by  the  states  in  times  of 
recession.     Solutions  to  this  problem  are  required  to  minimize  the  need 
to  make  cost  containment  choices  which  may  have  desirable  short-term 
fiscal  results  but  at  the  same  time  have  unfortunate  adverse  effects  on 
the  health  and  welfare  of  Medicaid  recipients.     Second,  existing  financing 
arrangements  may  encourage  or  fail  to  discourage  states  from  managing  pro- 
grams efficiently.     Finally,  existing  arrangements  may  result  in  an  ex- 
cessive allocation  of  resources  to  Medicaid  relative  to  other  public  and 
private  spending.     Both  of  these  problems  result  from  the  fundamental  in- 
centive structure  inherent  in  current  financing  arrangements.  This 
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chapter  will  address  each  of  these  concerns  and  examine  alternative 
solutions. 

B.      Assistance  with  the  Burden  of  High  Unemployment 

The  dramatic  rise  in  unemployment  rates  in  many  parts  of  the  United 
States  and  the  ensuing  decline  in  per  capita  income  has  caused  declining 
tax  revenues  and  at  the  same  time  increased  the  demand  for  welfare  and 
medical  assistance.     The  decline  in  tax  revenues  and  increased  demand  for 
welfare  and  medical  assistance,  coupled  with  the  continued  rapid  rise  in 
care  prices,  has  created  a  severe  fiscal  dilemma  for  several  state  Medi- 
caid programs.     Exacerbating  this  dilemma  is  the  federal/state  sharing 
mechanisms  for  AFDC  and  MA  which  are  computed  using  historic  per  capita 
income  as  their  base.    With  the  current  arrangements,  there  is  always  a 
two  to  three  year  lag  between  the  years  upon  which  the  per  capita  income 
formula  is  based  and  the  year  in  which  it  is  applied.^"    During  recession- 
ary periods  the  formula  has  the  undesirable  effect  of  reinforcing  the 
state's  financial  difficulties.     For  example,  the  state's  AFDC  and  MA 
share  for  fiscal  year  1976  is  based  upon  the  state's  economic  experience 
in  calendar  years  1971,  1972,  and  1973.     In  short,  a  state's  financial 
burden  during  the  present  recession  has  been  determined  on  the  basis  of 
experience  during  a  prior  period  of  affluence.    After  a  recession,  the 
current  formula  may  induce  unwarranted  program  expansion  by  including  re- 
duced income  levels  in  the  calculations,  thus  increasing  the  federal  share 
in  state  expenditures. 

Section  1905(b)  of  the  Social  Security  Act,  as  amended,  declares  that 
the  state's  percentage  of  medical  assistance  is  "that  percentage  which 
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bears  the  same  ratio  to  45  per  centum  as  the  square  of  the  per  capita  in- 
come of  such  state  bears  to  the  square  of  the  per  capita  income  of  the 

2 

continental  United  States  and  Hawaii."      The  federal  medical  assistance 
percentage  ranges  between  50  percent  and  83  percent  of  the  state's  local 
Medicaid  expenditures.     If  a  state's  computed  share  is  greater  than 
50  percent,  the  state  will  be  required  to  pay  only  50  percent  of  its 
medical  assistance  costs. 

The  Bureau  of  Economic  Analysis  of  the  Department  of  Commerce  is 
charged  with  computing  the  actual  percentages.     As  per  law,  in  August  of 
1974,  they  averaged  personal  per  capita  income  for  calendar  1971-1973. 
The  computations  for  Michigan,  a  state  severely  affected  by  the  recession, 
were  as  follows: 


Computations  of  Matching  Rate 
State  of  Michigan — Fiscal  19763 


U.S. 


Michigan 


Personal  per  capita  income  in  current 
dollars  for  calendar  year 

A)  1971 

B)  1972 

C)  1973 

D)  Total  (A+B+C) 

E)  Average  (Dt3) 

F)  Ratio  MI/US 

G)  Ratio  squared 

H)  Computed  share  (G  x  .45) 


$4,195 
4,549 
5,041 

13,785 
4,595 


$4,481 
4,982 
5,551 
15,014 
5,005 
1.09 
1.19 
53.4% 


State  share  (smaller  of  50%  and  computed  share) 


50.0% 


Budget  for  1976 


AFDC 
MA 


$700,000,000 
680,000,000 
$1,380,000,000 


State  share  @  50% 


690,000,000 
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The  question  that  arises  with  respect  to  the  current  federal/state 

sharing  mechanism  is  not  so  much  what  percentage  share  a  state  should  get, 

but  when  it  should  get  it.     As  Harvard  economist  Richard  Musgrave  has 

succinctly  pointed  out: 

State  governments  do  not  have  control  over  monetary 
and  debt  policy,  so  that  revenue  fluctuations  can  only 
interfere  with  continuity  of  expenditure  policy.  If 
revenues  are  high  in  the  upswing  and  low  in  the  down- 
swing, expenditures  tend  to  fluctuate  in  a  way  which 
will  accentuate  the  cycle,  making  for  "perverse"  fiscal 
behavior.     Moreover,  expenditures  will  be  concentrated 
in  high  cost  periods.     Responsiveness  of  state. .. reve- 
nue to  cyclical  fluctuations  is  thus  undesirable  not 
only  from  the  point  of  view  of  state. .. government,  but 
also  from  the  point  of  view  of  stability  in  the 
national  economy. ^ 

Under  the  current  formula,  the  federal  contribution  to  states  suf- 
fering economic  declines  will  be  adjusted  in  the  future,  because  future 
contributions  will  reflect  the  current  decline  in  per  capita  income. 
However,  adjustment  may  not  affect  the  states  until  the  state  and  the 
nation  are  well  on  the  way  to  recovery.     In  the  meantime,  states  will  have 
to  raise  taxes,  reduce  other  public  expenditures,  or  make  cutbacks  in  the 
scope  of  the  Medicaid  program. 

There  are  at  least  two  alternatives  whereby  federal  contributions  to 
state  Medicaid  programs  would  be  more  cyclically  sensitive.  One  possi- 
bility would  be  adjustments  to  the  federal  share  based  upon  projected  per 
capita  income  with  cost  settlement  once  actual  data  become  available  in  a 
subsequent  period.  One  approach  would  be  to  make  the  adjustment  shown  in 
expression  (1)  to  the  state's  actual  (not  computed)  matching  rate: 
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(1) 


Y 


ci 


/ 


Y 


cn 


Y 


Pi 


/ 


Y 


pn 


where  ci 


projected  current  per  capita  income  in  state  i 


Y 


cn  =  projected  current  per  capita  income  in  the  nation 

pi  =  the  average  of  three  previous  years  per  capita  income  in 
state  i 

pn  =  the  average  of  three  previous  years  per  capita  income 
in  the  nation. 


The  adjustment  would  only  be  made  when  the  value  of  expression  (1)  was 
less  than  one.     Using  projections  for  calendar  1975  to  compute  the  ad- 
justments to  the  state's  percentage  share,  the  actual  share  for  hard- 
pressed  states  would  be  reduced  significantly.     The  adjustment  should  be 
applied  to  the  actual  share  for  the  following  reason.    When  a  state's  com- 
puted share  in  years  of  prosperity  is  well  over  50  percent,  an  economic 
decline  may  not  have  the  effect  of  reducing  the  actual  share  below  50  per- 
cent.    The  result  is  no  change  in  the  matching  rate  and  no  assistance  in 
financing  the  existing  scope  of  Medicaid  benefits.     This  occurs  only  be- 
cause of  the  existence  of  a  floor  on  federal  matching  rates.     Thus,  the 
adjustment  should  be  made  to  the  state's  actual  share,  not  the  computed 
share  (the  actual  share  is  the  lower  of  the  computed  share  and  50  per- 
cent) .     The  critical  factor  in  making  the  adjustment  is  that  projections 
would  reflect  current  conditions  to  a  much  greater  degree  than  would  a 
three-year  average  of  previous  years'  experience.     Matching  rates  would 
fluctuate  much  more  in  response  to  changes  in  economic  conditions .  How- 
ever, they  would  only  respond  to  adverse  economic  conditions  when  a 
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particular  state  has  borne  a  disproportionate  share  of  the  burden  of  the 
economic  decline.    At  the  same  time,  no  state  would  have  its  computed  share 
increased  at  the  same  time  as  unemployment  increases  even  if  its  decline 
in  personal  income  is  small  relative  to  the  national  average. 

There  are  two  major  difficulties  with  prospective  payments  to  the 
states.     First,  under  prospective  reimbursement  the  state  would  be  assuming 
a  risk.     If  it  is  determined  during  cost  settlement  that  the  estimates  of 
per  capita  income  within  the  state  were  too  high  relative  to  the  national 
estimates,  the  state  would  not  have  been  adequately  reimbursed  when  it  was 
most  needed.     However,  if  cost  settlement  reveals  that  the  projected  per 
capita  income  within  the  state  was  too  low  relative  to  the  nation,  the 
state  would  owe  the  federal  government  the  difference.    This  difference 
could  both  be  substantial  and  untimely.     The  other  difficulty  is  deciding 
how,  when,  and  by  whom  these  projections  should  be  made.     Currently  the 
Bureau  of  Economic  Analysis  of  the  U.S.  Department  of  Commerce  makes  pro- 
jections of  personal  per  capita  income  by  state  and  for  the  nation;  how- 
ever, these  projections  are  classified  at  present.     Since  both  federal  and 
state  appropriations  bills  are  submitted  and  enacted  during  the  two  quar- 
ters prior  to  the  coming  fiscal  year,  the  estimates  must  be  made  before 
the  budgets  are  submitted.     Timeliness  would  seem  to  require  that  these 
projections  be  done  in  November  and  December  preceding  the  calendar  year 
for  which  they  are  used. 

An  alternative  which  is  attractive  because  of  its  relative  simplicity 
would  be  to  tie  changes  in  the  state's  matching  rate  to  the  level  of  the 
unemployment  rate.     The  matching  rate  could  be  increased  by  1  or  2  per- 
centage points  for  each  percentage  point  increase  in  the  unemployment  rate 
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above  7  or  8  percent.       For  example,  if  a  supplementary  appropriations 
bill  had  been  passed  which  increased  the  federal  share  of  MA  by  1  percent 
for  each  1  percent  above  8  percent  unemployment  occurring  in  a  particular 
state,   the  total  federal  bill  for  fiscal  1976  would  have  amounted  to 
$180  million.       Since  this  aid  would  be  appropriated  on  a  selective  basis 
to  only  those  areas  in  dire  need  of  assistance,   the  measure  would  probably 
not  be  inflationary.     Furthermore,  such  appropriations  would  have  the 
salutary  effect  of  countering  recessionary  trends  in  a  timely  fashion. 
Estimates  of  unemployment  rates  on  a  state  by  state  basis  are  available 
sooner  than  estimates  of  personal  income  and  are  usually  more  reliable. 
Thus,   the  need  for  supplementary  adjustment  at  a  later  date  would  not  be 
as  critical.     Table  X  shows  the  effect  on  each  state  of  such  adjustments 
to  the  federal  matching  share. 

C.       Resource  Allocation  with  Present  Financing  Arrangements 

While  the  cyclical  sensitivity  of  the  matching  grant  arrangement  be- 
comes a  piercing  problem  in  times  of  economic  decline,   there  are  basic  re- 
source allocation  effects  of  the  present  financing  system  which  deserve 
attention.     The  rationale  for  government  financing  of  health  care  for  the 
poor  rests  with  the  following  types  of  arguments.     First,  hospital,  medi- 
cal, and  other  health  related  expenses  are  often  unpredictable  and  large 
in  relation  to  income.     Because  of  inadequate  information,  the  uneven 
distribution  of  income,  and  the  unwillingness  of  insurance  firms  to  in- 
cur very  large  risks ,  the  private  market  has  failed  to  provide  insurance 
against  catastrophic  illness.     This  argument,  of  course,  justifies  pro- 
vision of  assistance  to  families  at  any  income  level  who  happen  to  incur 
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TABLE  X 

Changes  in  Federal  Financial  Participation  in  State 
Medicaid  Program  Under  Proposed  Reform 


Unemployment 

Current  Federal 

Proposed  Federal 

Estimat< 

States 

Rate  in  % 

Share  in  % 

Share  in  % 

Change 

and  Territories 

May  1975 

Fiscal  1976 

Fiscal  1976 

In  $  Mil: 

Alabama 

8.9 

73.79 

74.69 

1.28 

Alaska 

8.2 

50.00 

50.20 

.02 

Arkansas 

8.7 

74.60 

75.30 

.66 

California 

10.1 

50.00 

52.10 

43.35 

Colorado 

4.6 

54.69 

54.69 



Connecticut 

9.7 

50.00 

51.  70 

3.07 

Delaware 

9.2 

50.00 

51.20 

.22 

District  of  Columbia 

7.4 

50.00 

50.00 



Florida 

11.0 

57.  34 

60.  34 

4.96 

Georgia 

9.6 

66.  10 

67.70 

4.  36 

Hawaii 

* 

50.00 

50.00 

* 

Idaho 

6.4 

68. 18 

68.18 



Illinois 

* 

50.00 

50.00 

Indiana 

8.9 

57.47 

58.  37 

1.59 

Iowa 

5.1 

57.13 

57.13 



Kansas 

4.4 

54.02 

54.02 



Kentucky 

7.  2 

71.  37 

71.  37 



Louisiana 

8.0 

72.41 

72.41 

0 

Maine 

10.0 

70.60 

72.60 

1.36 

Maryland 

7.5 

50.00 

50.00 



Massachusetts 

12.6 

50.00 

54.60 

30.48 

Michigan 

13. 1 

50.00 

55. 10 

35.83 

Minnesota 

5.6 

56.84 

56.84 



Mississippi 

7.6 

78.28 

78.28 



Missouri 

6.6 

58.98 

58.98 



Montana 

* 

63.21 

63.21 

Nebraska 

4.7 

55.59 

55.59 



Nevada 

9.3 

50.00 

51.30 

.25 

New  Hampshire 

7.2 

60.28 

60.28 



New  Jersey 

10.4 

50.00 

52.40 

10.12 

New  Mexico 

7.5 

73.29 

73.29 



New  York 

9.7 

50.00 

51.70 

22.11 

North  Carolina 

8.9 

68.03 

68.93 

1.77 

North  Dakota 

4.4 

57.59 

57.59 



Ohio 

8.  3 

54.  39 

54.69 

1.27 

Oklahoma 

5.7 

67.42 

67.42 



Oregon 

9.7 

59.04 

60.  74 

1.39 

Pennsylvania 

8.8 

55.  39 

56.19 

5.14 

Rhode  Island 

15.8 

56.55 

64.35 

6.65 

South  Carolina 

,  11.2 

73.  58 

76.  78 

2.44 

South  Dakota 

4.4 

67.23 

67.23 

Tennessee 

8.  3 

70.43 

70.73 

.39 

Texas 

5.8 

63.59 

63.  59 

Utah 

6.5 

70.04 

70.04 

Vermont 

10. 1 

69.82 

71.92 

.77 

Virginia 

7.3 

58.  34 

58.34 

Washington 

8.7 

53.72 

54.42 

1.25 

West  Virginia 

7.1 

71.90 

71.90 

Wisconsin 

6.9 

59.91 

59.91 

Wyoming 

4.  3 

60.94 

60.94 
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expenses  which  are  large  in  relation  to  income.     Second,  some  groups  use 
less  health  care  than  the  rest  of  the  population  would  like  them  to  be 
using.     For  example,   parents,  particularly  among  the  poor,   are  often  not 
good  agents  or  representatives  for  the  interests  of  their  children.  The 
result  is  that  poor  children  often  do  not  use  necessary  preventative  or 
remedial  services.     Thus,  it  may  be  in  society's  interest  to  provide  ser- 
vices to  children  at  low  costs  to  encourage  higher  levels  of  utilization. 
Furthermore,  health  can  be  viewed  as  an  investment  in  human  capital;  that 
is,  better  health  influences  educational  attainment,  which  in  turn  leads 
to  a  more  productive  force  and  a  more  productive  national  economy.  Con- 
sequently, it  is  in  the  interest  of  society  that  members  maintain  good 
health,  justifying  provision  of  health  services  at  less  than  market  prices 
for  those  likely  to  "underspend"  on  health  services.     Finally,  altruism 
or  humanitarianism  suggests  that  the  welfare  of  all  society  will  be  in- 
creased if  the  health  of  the  poor  is  increased. 

The  Medicaid  program  was  established  essentially  because  of  dissatis- 
faction at  the  federal  level  with  the  extent  of  state  support  of  health 
care  for  the  poor.     The  program  provides  for  open-ended  matching  grants  to 
the  states  for  financing  of  health  services  for  a  carefully  defined  low- 
income  population.     The  immediate  objective  of  Medicaid  was  to  encourage 
states  to  establish  a  unified  single  medical  assistance  program.     The  pro- 
gram was  also  to  include  common  levels  of  medical  care  for  at  least  all 
recipients  of  federally  subsidized  cash  assistance.     The  program  at  first 
encouraged  liberalization  of  eligibility  standards  and  the  provision  of 
comprehensive  medical  services  for  all  persons  under  a  state's  definition 
of  medically  needy.     There  is  little  question  that  expenditures  for  medica 
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services  for  the  poor  have  expanded  dramatically  in  virtually  every  state. 
To  the  extent  that  increased  allocation  of  resources  to  health  care  for 
the  poor  was  an  objective  of  the  Medicaid  program,   that  objective  has 
largely  been  met.     Medicaid  expenditures  have  risen  from  $2.3  billion  in 
1967  to  $12.1  billion  in  1975. 

The  overwhelming  problems  now  faced  by  federal  and  state  officials  are 
that  total  program  expenditures  are  too  high,   that  too  many  resources  ap- 
pear to  be  allocated  to  Medicaid,  and  that  the  current  system  is  allegedly 
fraught  with  waste  and  mismanagement.     The  widespread  concern  with  costs 
of  state  Medicaid  programs  suggests  that  states  are  responding  to  more  than 
short-term  fiscal  crises.     There  is  a  general  perception  that  the  level  of 
resources  absorbed  by  Medicaid  is  excessive.     More  critical  perhaps  than 
the  level  of  expenditures  is  the  rate  of  increase  in  expenditures. 
Table  II  of  this  paper  displayed  the  percentage  increase  in  per  capita 
personal  income  between  1970  and  1974,  as  well  as  the  ratio  of  the  per- 
centage change  in  Medicaid  expenditures  per  capita  to  the  percentage  change 
in  per  capita  income.     It  was  demonstrated  that  almost  every  state  experi- 
enced rates  of  increase  in  Medicaid  expenditures  which  exceeded  the  rates 
of  increase  in  per  capita  income. 

The  basic  features  of  federal/state  cost-sharing  mechanisms — open- 
ended  matching  grants  with  federal  contributions  varying  inversely  with 
per  capita  income- — were  described  in  some  detail  above.     Matching  grants 
provide  substantial  income  to  the  states  as  well  as  change  the  relative 
costs  of  Medicaid  services  versus  other  public  and  private  goods  and 
services.     States  react  to  federal  grants  for  Medicaid  by  spending  their 
own  income  and  the  federal  contribution  on  a  new  mix  of  Medicaid  services 
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and  other  public  and  private  spending.     (For  the  sake  of  argument,  private 
spending  can  be  considered  as  expenditure  of  uncollected  government  tax 
receipts,  or  tax  expenditures.)     The  amount  of  the  expansion  of  health  ex- 
penditures for  the  poor  that  occurs  depends  upon  the  matching  rate  (the 
shift  in  relative  prices)  and  states'  preferences  for  Medicaid  services 
versus  other  public  and  private  goods.     All  else  being  equal,  the  greater 
the  increase  in  matching  rate  and  the  more  popular  the  concept  of  spending 
state  funds  on  health  care  for  the  poor,   the  more  states  should  expand  pro- 
grams.    The  expansion  of  Medicaid  programs  will  be  limited  in  principle 
when  the  value  of  additional  services  provided  by  the  Medicaid  program 
relative  to  the  cost  to  citizens  of  the  state  (which  is  less  than  the  cost 
of  the  services  by  the  amount  of  the  federal  contribution)  is  less  than 
the  value  of  alternative  public  and  private  goods  and  services  relative  to 
their  costs.     Thus,  there  are  limits  based  on  basic  economic  principles  of 
resource  allocation  which  constrain  the  level  of  Medicaid  spending  desir- 
able to  states  even  with  very  generous  federal  contributions.     The  fre- 
quently expressed  notion  that  states  maximize  federal  contributions  should 
be  interpreted  with  this  in  mind. 

The  first  issue  which  can  be  addressed  is  whether  existing  incentives 
result  in  an  over-allocation  of  resources  to  Medicaid  from  the  states' 
perspective.     That  is,  will  state  Medicaid  expenditures  relative  to  ex- 
penditures on  private  or  other  public  goods  and  services  be  higher  than 
that  level  which  would  maximize  the  welfare  of  citizens  of  the  state? ^  It 
would  seem  that  this  is  not  only  quite  feasible  in  theory  but  it  is  quite 
evident,  from  current  dissatisfaction  with  the  level  of  Medicaid  expendi- 
tures, that  it  has  occurred.     Since  the  welfare  of  the  state  (that  is,  its 
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citizens)  could  be  increased  by  spending  less  on  Medicaid  and  more  on  other 
goods   (including  private  goods),  why  don't  states  do  so?     Several  explana- 
tions can  be  offered.     First,  state  Medicaid  expenditures  may  be  in  a  short- 
term  disequilibrium  situation.     State  Medicaid  expenditures  have  expanded 
quickly  to  unacceptable  levels  and  states  have  not  yet  been  able  to  make 
the  adjustments  necessary  to  limit  them.     Second,  unacceptably  high  state 
Medicaid  expenditures  may  reflect  the  state  of  knowledge  with  regard  to 
controlling  Medicaid  costs.     States  simply  do  not  know  how  to  reduce  Medi- 
caid costs  and  remain  within  the  constraints  imposed  by  the  federal  govern- 
ment.    Third,  bureaucrats  who  have  responsibility  for  formulating  Medicaid 
policy  within  the  state  may  have  rather  different  preference  functions 
from  citizens  as  a  whole.     That  is,  Medicaid  administrators  may  be  sus- 
ceptible to  a  variety  of  arguments,  pressures,  etc.,  which  makes  their 
views  of  the  appropriate  levels  of  Medicaid  expenditures  somewhat  differ- 
ent from  those  of  the  general  state  population.     For  example,  lobbying 
efforts  by  nursing  home  associations  or  pressure  from  welfare  rights  or- 
ganizations may  lead  to  resource  allocations  to  particular  groups  which 
are  somewhat  different  from  allocations  which  would  maximize  the  welfare 
of  the  general  citizenry. 

Finally,  federal  Medicaid  laws  and  regulations  may  require  a  state  to 
spend  more  than  would  be  induced  by  the  incentives  provided  it  by  the  fed- 
eral matching  rates,   its  ability  to  pay  from  its  own  income  and  its  own 
preferences.     Once  a  state  has  adopted  a  Medicaid  program  and  accepts 
mandatory  provisions  for  eligibility  determination,  benefit  coverage,  re- 
imbursement mechanisms,  and  other  requirements,  the  level  of  expenditures 
becomes  in  large  part  a  function  of  the  decision  of  providers  and 
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eligibles.     Providers  and  eligibles  both  attempt  to  maximize  their  own 
welfare  given  the  various  constraints  imposed  on  their  behavior.     The  re- 
sult can  easily  be  program  expenditures  which  are  higher  than  states  find 
desirable  given  alternative  expenditure  possibilities. 

Given  that  state  Medicaid  expenditures  can  be  higher  than  levels 
which  maximize  the  welfare  of  citizens  of  the  state,  can  states  be  worse 
off  with  Medicaid  than  without  it?     The  issue  is  a  very  complicated  one. 
States  are  given  federal  matching  funds  which  permit  them  to  finance  not 
only  more  health  services  for  the  poor  but  to  allocate  funds  to  other 
public  programs,  reduce  taxes,   increase  them  at  slower  rates,  etc.  Yet 
it  is  possible  that  federal  constraints  in  the  form  of  laws  and  regula- 
tions might  lead  to  such  a  substantial  allocation  of  state  funds  to  health 
services  for  the  poor  (which  are  ultimately  reflected  in  the  incomes  of 
physicians,  nursing  homes,  hospitals,  etc.)   that  the  state  may  not  be 
better  off.     Moreover,   federal  contributions  obviously  come  ultimately 
from  tax  contributions  of  individuals  and  families  living  in  all  states. 
Because  the  program  has  a  large  redistribution  component,  the  question  of 
whether  a  state  is  better  off  with  Medicaid  than  without  it  is  quite 
complicated. 

It  is  tempting  to  suggest  that  because  low-income  states  make  smaller 
per  capita  tax  contributions  and  have  far  more  favorable  Medicaid  matching 
ratios,  they  benefit  from  the  program  at  the  expense  of  rich  states.     If  so 
rich  states  may  be  worse  off  with  than  without  Medicaid  because  they  con- 
tribute more  than  they  receive  in  federal  contributions  and  in  addition 
must  comply  with  federal  laws  and  regulations.     However,  in  general,  low- 
income  states  have  not  responded  to  favorable  matching  rates  with  generous 
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Medicaid  programs.     Thus,   they  also  may  not  receive  federal  contributions 
much  in  excess  of  tax  payments  toward  Medicaid  and  must  also  comply  with 
federal  regulations. 

In  Table  XI,  states  are  arranged  in  order  of  per  capita  income.  Sta- 
tistics on  expenditures  per  capita  and  per  poor  person  are  displayed.  In 
general,  both  expenditures  per  capita  and  per  poor  person  are  higher  for 
high-income  than  for  low- income  states,  despite  substantial  differences  in 
matching  rates.     For  example,  per  capita  expenditures  in  1974  were  $134.85 
in  New  York,  $97.62  in  the  District  of  Columbia,   $63.87  in  California, 
$15.98  in  West  Virginia,  and  $17.86  in  South  Carolina.     Expenditures  per 
person  below  the  census  poverty  lines  ranged  from  $1,322.31  in  New  York 
and  $781.74  in  Michigan  to  $86.46  in  West  Virginia  and  $96.00  in  South  Caro- 
lina.    However,  there  are  many  exceptions,  indicating  that  the  presence  of 
poverty,  utilization  patterns,  provider  availability,  price  differences,  and 
public  attitudes  toward  Medicaid  all  affect  the  structure  of  the  program 
and  ultimately  the  level  of  expenditures,  despite  substantial  differences 
in  matching  rates.     Data  on  expenditures  per  poor  person  are  also  diffi- 
cult to  interpret  because  census  measures  of  poverty  do  not  reflect  cost 
of  living  differences  among  geographic  areas.     As  a  result,   the  number  of 
poor  individuals  is  likely  to  be  overstated  in  the  South  and  understated 
in  the  Northeast  and  perhaps  elsewhere.     Nonetheless,  it  is  clear  that 
differentials  in  matching  rates  have  not  resulted  in  comparable  Medicaid 
expenditures  per  poor  person  among  states  because  matching  rates  are  not 
sufficiently  different  to  overcome  differences  in  per  capita  income  and 
the  variety  of  other  factors  affecting  expenditure  patterns.  Federal 
matching  grants  cannot  and  should  not  be  expected  to  overcome  differences 
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TABLE  XI 

Personal  Income  Per  Capita,  Medicaid  Expenditures  Per  Capita, 
and  Estimated  Medicaid  Expenditures  Per  Poor  Person,  1974 

Personal  Income        Medicaid  Expenditures        Medicaid  Expenditures 
Per  Capita   Per  Capita   Per  Poor  Person 
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Sources:     U.S.  Department  of  Health,  Education,  and  Welfare,  Social  and  Rehabilitation 
Services,  National  Center  for  Social  Statistics,  "Numbers  and  Recipients  of 
Payments  Under  Medicaid,  1974" — U.S.  Bureau  of  the  Census,  "Statistical 
Abstract  of  the  U.S.:     1975"   (96th  edition)  Washington,  D.C. ,  1975. 
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in  utilization  patterns,  prices,  and  provider  availability.  However, 

matching  rates  should  be  sufficiently  different  to  overcome  effects  of 

differences  in  per  capita  income  and  state  attitudes  toward  allocation  of 

resources  to  health  care  for  the  poor  vis-a-vis  other  goods  and  services. 

Stuart  exhaustively  examined  data  on  Medicaid  benefits  and  costs  for 

1967  and  1968  and  concluded  that  the  Northeast  and  Pacific  coast  states, 

particularly  New  York  and  California,  benefit  at  the  expense  of  the  rest  of 
g 

the  country.       Some  of  this  resulted  from  the  failure  of  several  states  to 
institute  Medicaid  programs  at  that  time.     A  similar  study  using  current 
data  may  show  a  somewhat  different  pattern,  yet  one  suspects  that  only  the 
variance  in  the  distribution  of  net  benefits,  not  the  pattern  of  gainers 
and  losers,  would  change.     Low- income  states  in  the  South  have  not  in- 
stituted broad  eligibility  and  benefit  coverage  and  have  not  encouraged 
growth  of  a  large  nursing  home  industry.     Thus,   tax  contributions  to  Medi- 
caid of  these  states  may  exceed  federal  matching  grants  and  they  could  be 
worse  off  than  without  the  program.     Rich  states  with  very  large  programs, 
including  major  components  of  institutional  care,  may  still  be  the  net 
beneficiaries  from  Medicaid  financing  arrangements. 

Ironically,  it  is  possible  that  all  or  most  states  are  net  losers 
from  Medicaid.     The  federal  government  finances  Medicaid  through  a  variety 
of  taxes  on  individuals  and  corporations  throughout  the  country  and  then 
funnels  funds  back  to  states  in  the  form  of  matching  grants.     Because  re- 
ceipt of  federal  grants  imposes  a  variety  of  requirements  on  the  states, 
they  cannot  make  an  allocation  of  funds  between  Medicaid  and  other  public 
and  private  goods  and  services  which  would  maximize  state  welfare  given 
relative  costs  to  the  state  and  its  citizenry  of  all  goods  and  services. 
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As  noted  earlier,  once  a  state  adopts  a  Medicaid  program  and  accepts  fed- 
eral requirements  for  eligibility,  benefit  coverage,  etc.,  state  expendi- 
tures become  in  part  a  function  of  provider  and  recipient  decisions.  The 
loss  of  income  through  Medicaid  related  taxation  and  federal  constraints 
on  Medicaid  programs  may  reduce  state  welfare  below  levels  that  would 
exist  in  the  absence  of  the  program.     States  clearly,  however,  cannot  move 
on  their  own  to  eliminate  Medicaid  because  it  would  continue  to  finance 
part  of  all  other  state  programs,  becoming  even  more  of  a  net  loser.  This 
is  a  complex  argument,  complicated  not  the  least  by  the  fact  that  there 
are  net  gainers  and  losers  within  each  of  the  states.     The  only  very  basic 
conclusion  which  can  be  reached  is  that  the  real  gainers  from  Medicaid 
are  the  eligible  poor  at  the  expense  of  the  non-poor.     All  states  respond 
to  financing  incentives  by  making  greater  allocations  of  resources  to  the 
benefit  of  the  poor  than  they  would  otherwise.     Whether  the  welfare  of  the 
eligible  poor  is  maximized  with  current  arrangements  relative  to  an  alter- 
native such  as  income  transfers  of  comparable  dollar  magnitude  is  another 
issue. 

The  next  issue  is  whether  matching  grant  arrangements  encourage  or  at 

least  fail  to  discourage  inefficient  management  practices.     A  major  focus 

of  present  federal  Medicaid  policy  is  on  increasing  efficiency  of  program 

9 

management  in  the  states.       If  state  programs  are  inefficiently  managed, 
is  this  because  matching  grants  fail  to  penalize  states  fully  for  wasteful 
practices?    A  dollar  wasted  in  Mississippi  represents  only  a  burden  of 
17  cents  to  Mississippi  taxpayers.     Does  this  foster  waste  or  lax  adminis- 
trative practices?     It  would  appear  that  lax  administration  because  of 
federal  matching  funds  should  not  occur  if  state  officials  behaved 
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rationally.     The  expenditure  of  state  funds  wastefully  or  on  activities 
yielding  little  or  no  benefits  to  the  state  should  not  occur  when  those 
funds  can  generate  greater  social  welfare  spent  elsewhere  either  privately 
or  publicly.     Federal  matching  grants  clearly  encourage  a  different  allo- 
cation of  state  plus  contributed  federal  resources  between  Medicaid  and 
other  goods  and  services.     Matching  grants  do  not,  however,  provide  an 
incentive  for  waste,  defined  as  an  activity  yielding  little  or  no  benefit 
to  society. 

However,  one's  perspective  on  the  effect  of  incentives  changes  if  it 
is  assumed  that  waste  is  not  willful  on  the  part  of  state  governments,  but 
that  fraud,  abuse,  wasteful  activities,  etc.,  are  inherent  in  a  program 
where:     (1)  a  wide  range  of  services  is  provided  to  a  poor  population, 
(2)  the  value  of  service  is  inherently  difficult  for  recipients  to  evalu- 
ate,  (3)  providers  have  a  substantial  measure  of  influence  over  decisions 
of  recipients,  and  (4)  recipients  face  no  monetary  disincentive  to  avoid 
using  unnecessary  services.     If  it  is  assumed  that  waste  is  inherent  in 
this  type  of  program  once  it  is  established,  then  the  benefits  from  elimi- 
nating fraud  and  abuse  must  be  weighed  against  the  cost  to  the  state. 
Clearly,  the  higher  the  share  of  program  costs  borne  by  the  state,  the 
more  worthwhile  it  is  for  the  state  to  pursue  the  elimination  of  fraud  and 
abuse.     Monitoring  activities  should  therefore  be  expected  to  increase, 
not  lower,  the  federal  matching  rate,  all  else  held  constant. 

A  related  issue  is  whether  matching  grants  encourage  either  an  over- 
allocation  of  resources  to  Medicaid  from  the  states'  perspective  or  waste- 
ful activities,  lax  management,  etc.,  in  an  effort  to  maximize  federal 
funds  entering  the  state  thereby  benefiting  the  state  economy,  i.e.,  per 
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capita  income,  employment,  etc.     There  has  been  little  research  on  whether 
states  consciously  attempt  to  increase  state  economic  activity  through 
maximizing  federal  grants  or  whether  federal  grants  would  in  fact  have 
substantial  multiplier  effects.     Unlike  increases  in  federal  spending  which 
can  impact  on  the  national  economy  in  calculable  ways,   the  effects  of  in- 
creased infusions  of  funds  into  a  state  are  difficult  to  calculate.  Basic 
macroeconomic  theory  states  that  the  ultimate  effect  of  exogenous  increases 
in  government  expenditures  on  an  economy  is  inversely  related  to  the  amount 
of  leakage;  that  is,  the  propensity  of  funds  to  be  hoarded  or  spent  outside 
the  target  economy.     There  are  clearly  far  greater  possibilities  for  "leak- 
ages" of  funds  from  the  stream  of  spending  within  a  state. 

Thus,  the  effects  of  federal  Medicaid  funds  on  state  income  and  em- 
ployment, independent  of  the  issue  of  whether  a  state  is  a  net  beneficiary 
or  net  loser  relative  to  other  states,  are  probably  minor.     Whether  state 
officials  concur  in  this  conclusion  and  ignore  macroeconomic  effects  in 
their  decision  making  calculus  may  be  quite  another  matter.     It  is  clear 
though  that  while  a  thriving  state  economy  is  attractive  for  state  elected 
officials,  there  is  a  political  cost  to  achieving  it  through  spending  on 
unpopular  programs. 

The  final  issue  is  whether  the  level  of  Medicaid  expenditures  in- 
duced by  matching  grants  can  be  excessive  from  the  federal  perspective. 
The  answer  seems  clearly  that  it  can  be.     Since  state  Medicaid  expenditures 
per  capita  will  be  a  function  of  income  per  capita,  public  attitudes  toward 
spending  on  health  care  for  the  poor  versus  other  goods  and  services,  pref- 
erence functions  of  relevant  legislators  and  bureaucrats,  utilization  pat- 
terns of  eligible  persons  and  other  variables,  it  is  extremely  unlikely 
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that  federal  target  or  even  comparable  expenditure  levels  can  be  achieved 
with  the  single  instrument  of  matching  rates  which  vary  inversely  with 
relative  incomes.     As  we  have  shown,  expenditures  per  capita  and  expendi- 
tures per  poor  person  vary  considerably  among  states.     Expenditures  in 
many  states  are  above  levels  which,  based  on  the  recent  burst  of  concern 
with  the  Medicaid  program  at  the  federal  level,  are  unsatisfactory  from  the 
federal  perspective.     Others  question  whether  some  Medicaid  programs  pro- 
vide adequate  financing  of  health  services  for  the  poor.     This  dilemma  can 
be  attributed  simply  to  matching  rates  which  are  too  high  in  some  states 
and  too  low  in  others.     This  does  not  suggest,  however,  that  changing 
matching  rates  is  the  only  instrument  or  necessarily  the  best  instrument 
for  changing  the  level  or  distribution  of  Medicaid  expenditures. 

D.  Alternatives 

1.     Changing  Matching  Rates 

The  most  obvious  alternative  to  present  arrangements  is  a  change  in 
the  structure  of  matching  rates.     There  is  no  necessary  reason  why  federal 
matching  rates  must  be  no  lower  than  50  percent.     If  spending  levels  are 
thought  to  be  excessive  in  the  relatively  well-off  states,  matching  rates 
could  be  lowered  substantially.     This  would  clearly  meet  with  significant 
political  resistance  from  the  affected  states  but  if  implemented,  the  mix 
of  state  expenditures  between  Medicaid  services  and  all  goods  and  services 
will  certainly  change.     The  effect  on  state  Medicaid  expenditures  from  a 
given  change  in  matching  rates  will  be  greater  the  more  unpopular  the  pro- 
gram.    If  health  spending  for  the  poor  is  viewed  relatively  favorably,  at 
present  levels,  there  would  be  correspondingly  less  reaction  to  given 
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changes  in  matching  rates.     For  reasons  cited  earlier,  lowering  of  federal 
matching  rates  should  encourage  states  to  increase  administrative  efforts 
toward  monitoring  fraud  and  abuse.     The  benefits  to  the  states  from  elimi- 
nating fraud  and  abuse,   in  terms  of  the  states'   share  of  reduced  expendi- 
tures, increase  relative  to  the  costs  of  monitoring  as  federal  matching 
rates  decline. 

The  causes  of  unacceptably  high  Medicaid  expenditure  levels  cited 
earlier — knowledge  gaps,  federal  laws  and  regulations,  and  preference 
functions  of  legislators  and  bureaucrats  which  differ  from  those  of  the 
general  public — may  all  operate  to  inhibit  or  delay  movement  to  a  new  op- 
timal mix  of  Medicaid  services  versus  other  public  and  private  goods.  For 
example,   if  bureaucrats  are  sympathetic  to  demands  of  physicians,  nursing 
home  associations,  or  recipient  advocacy  organizations,  it  may  be  diffi- 
cult to  contract  the  scope  of  a  program  to  that  size  which  is  optimal  from 
the  perspective  of  the  general  public.     Similarly,   if  automated  surveil- 
lance and  utilization  review  systems  are  not  operable,  the  state  is  lim- 
ited in  the  short  run  in  the  approaches  to  program  cutbacks  at  its  dis- 
posal.    Finally,   federal  laws  and  regulations  which  stipulate  minimum  re- 
quirements for  state  programs  along  a  variety  of  dimensions  also  limit  the 
choices  of  states  and  thereby  inhibit  movement  to  a  new  mix  of  state 
expenditures . 

2 .     Closed-End  Matching  Grants 

Another  alternative  to  present  financing  arrangements  is  maintaining 
the  present  matching  rate  structure  but  establishing  maximums  on  federal 
payments.     The  cost  to  the  state  of  Medicaid  services  relative  to  other 
services  would  be  unchanged — but  only  up  to  a  certain  level  of  expenditure. 
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If  the  existing  federal  contribution    to  state  expenditures  is  less  than 
the  maximum,  the  maximum  clearly  has  no  effect  on  state  incentives.     If  the 
maximum  does  not  change  over  time  as  fast  as  state  Medicaid  expenditures, 
the  maximum  will  impact  on  state  behavior  at  a  later  date.     Only  if  the 
present  federal  grant  exceeds  the  maximum  established  by  the  new  arrange- 
ment will  the  state  be  affected  by  the  limitation.     The  costs  of  Medicaid 
services  at  the  margin  are  fully  borne  by  the  state.     States  face  incen- 
tives to  spend  less  on  Medicaid  services  and  should  change  their  expendi- 
ture pattern,  subject  to  the  constraints  discussed  above.     Despite  these 
constraints,  however,  it  is  very  unlikely  that  closed-end  matching  grants 
would  fail  to  reduce  Medicaid  expenditures  relative  to  present  levels."^ 
Moreover,  with  states  bearing  the  full  cost  of  the  program  at  the  margin, 
incentives  to  effectively  monitor  fraud  and  abuse  are  greatly  increased. 

One  critical  question  becomes  whether  the  federal  government  can 
achieve  target  levels  of  Medicaid  expenditures  at  less  cost  by  open-ended 
matching  grants  with  appropriately  targeted  matching  rates  or  with  closed- 
end  matching  grants  with  present  matching  rates.     The  issue  rests  on 
whether  the  former  would  be  less  costly  to  the  federal  government  because 
of  a  lower  federal  share  for  all  Medicaid  costs  than  the  latter  where  the 
federal  government  pays  a  larger  share  of  less  than  100  percent  of  Medi- 
caid costs.     Whichever  option  is  less  costly  to  the  federal  government 
will  be  less  beneficial  to  the  states  who  will  have  less  income,  i.e., 
their  own  tax  revenues  plus  the  federal  grant,  to  allocate  both  to  Medi- 
caid and  other  services. 


45 


3.     Block  Grants 

In  1976,  the  Financial  Assistance  for  Health  Care  Act  was  proposed  by 
the  Ford  Administration  and  would  have  radically  changed  the  financing  of 
Medicaid.     The  proposed  bill  would  have  substituted  a  fixed  block  grant  to 
states  for  Medicaid  and  15  other  health  programs  in  place  of  the  open- 
ended  matching  grant  for  Medicaid  and  the  variety  of  mechanisms  financing 
the  other  programs.     The  new  arrangement  would  have  given  states  broad 
discretion  in  structuring  Medicaid — there  would  have  been  no  restrictions 
on  eligibility,  benefit  coverage,  or  reimbursement.     Funds  would  have  been 
redistributed  in  a  way  which  linked  expenditures  to  the  geographic  distri- 
bution of  the  poverty  population.     That  is,  southern  states,  with  a  high 
percentage  of  poor  people,  would  have  received  more  funds  than  they  cur- 
rently do,  and  states  with  very  broad  programs  but  relatively  small  poverty 
populations  would  have  received  less,  despite  their  high  expenditures  per 
poor  person.     The  total  federal  contributions  to  the  states  would  have  been 
slightly  less  than  current  levels  and  the  block  grant  to  the  states  would 
have  increased  at  roughly  5  percent  per  year.     The  proposal  was  a  reaction 
of  the  federal  government  to  rising  health  costs  and  an  attempt  to  make 
states  clearly  aware  of  limitations  to  federal  health  expenditures. 

The  block  grant  proposal  in  the  form  presented  in  the  Financial  As- 
sistance for  Health  Care  Act  was  opposed  by  the  states.     First,  because 
the  level  of  federal  grants  to  states  would  have  remained  essentially  un- 
changed, a  large  redistribution  of  funds  would  have  occurred.     While  poor 
states  would  have  been  better  off,  richer  states  would  have  suffered. 
Many  of  the  relatively  well-off  states  are  in  adverse  fiscal  positions  at 
this  time  because  of  the  uneven  effects  of  the  recession  geographically. 
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Moreover,  there  were  no  guarantees  of  future  federal  funding  levels  in  the 
proposal.  A  fixed  5  percent  increase  could  have  proven  very  inadequate  as 
time  went  on. 

These  problems  notwithstanding,  block  grants  in  principle  have  certain 
attractive  features  and  very  possibly  will  be  considered  again.     Thus,  ad- 
vantages and  disadvantages  of  block  grants  will  be  considered  here.  How- 
ever, we  will  limit  the  discussion  to  block  grants  for  Medicaid  and  not 
consider  block  grants  which  would  consolidate  several  programs. 

Block  grants  to  the  states  would  change  the  size  of  the  federal  con- 
tributions to  the  individual  states  and  also  change  the  incentives  facing 
the  states.     If  the  size  of  the  federal  contributions  to  each  state  were 
unchanged,   state  expenditures  for  Medicaid  would  still  be  likely  to  fall. 
States  would  most  likely  reduce  spending  on  Medicaid  from  their  own  reve- 
nues because  the  value  of  all  possible  expenditures  would  then  be  compared 
relative  to  their  full  costs.     Under  current  Medicaid  financing  arrange- 
ments, the  cost  of  Medicaid  services  to  the  state  is  considerably  below 
full  cost.     Therefore,  with  a  block  grant  from  the  federal  government,  a 
state  can  maximize  the  welfare  of  its  citizens  by  spending  relatively  more 
on  services  other  than  Medicaid,  reducing  taxes,  etc.     The  state  will  be 
better  off  with  block  grants  than  under  open-ended  matching  grants  because 
it  receives  the  same  supplement  to  its  available  funds,  but  is  free  to 
allocate  its  own  revenues  in  a  way  which  will  maximize  its  own  welfare. 
Under  a  block  grant  arrangement,  a  state  would  not  be  constrained  to  spend 
any  of  its  own  funds  on  Medicaid.     The  change  in  the  mix  of  Medicaid  versus 
other  expenditures  will  depend  directly  on  the  matching  rates  under  Medi- 
caid, and  inversely  on  the  popularity  of  the  program.     If  the  Medicaid 
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matching  rates  are  very  high  (such  as  78  percent  in  Mississippi),  the 
change  in  relative  costs  of  alternative  expenditure  packages  will  be 
drastically  changed  by  a  block  grant  arrangement.     Under  present  matching 
grant  arrangements,  an  expansion  of  a  component  of  the  Medicaid  program 
would  be  worthwhile  even  at  the  cost  of  forgoing  an  alternative  service 
of  somewhat  greater  value  to  society.     This  would  not  be  true  with  a 
block  grant.     Once  again,  it  is  the  incentives  for  particular  allocations 
of  resources  which  would  change.     One  should  not  expect  states  to  elimi- 
nate inefficient  management  or  wasteful  activities  as  a  result  of  block 
grants.     Inefficiencies  inherent  in  bureaucracies  can  be  expected  to  re- 
main.    However,  because  once  again,  states  bear  the  full  cost  at  the  mar- 
gin of  fraud,  abuse,  and  other  wasteful  activities,  efforts  to  effectively 
monitor  program  operations  increase  greatly.     The  benefits  from  reductions 
in  fraud  and  abuse  accrue  completely  to  the  states. 

The  extent  of  program  retrenchment  that  occurs  with  a  shift  to  block 
grants  will  also  depend  on  the  general  popularity  of  the  program.  Where 
the  goals  of  the  Medicaid  program  enjoy  a  broad  degree  of  acceptability, 
a  given  change  in  matching  rates  will  have  relatively  smaller  effects  on 
Medicaid  expenditures.     Alternatively,  where  the  program  is  relatively  un- 
popular, a  given  change  in  matching  rates  will  have  correspondingly  greater 
effects . 

It  was  noted  earlier  that  state  expenditures  for  Medicaid  may  have 
exceeded  levels  which  were  optimal  from  the  view  of  the  citizens  of  the 
state  because  of  inadequate  knowledge  of  cost  control  mechanisms,  pref- 
erence functions  of  bureaucrats,  or  federal  regulations.  Each  of  these 
may  inhibit  movements  to  that  mix  of  Medicaid  versus  alternative  services 
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which  is  optimal  under  block  grants.     A  critical  variable  is  the  extent 
to  which  federal  regulatory  control  over  the  substance  of  state  programs 
is  eased  under  the  new  financing  arrangement.     The  Financial  Assistance 
for  Health  Care  Act  would  have  permitted  states  widespread  control  over 
benefits,  eligibility,  reimbursement  policy,  etc.     States  would  have 
considerably  more  freedom  to  impose  regulatory  controls  on  the  health  de- 
livery system  than  they  have  at  present,  e.g.,  limiting  hospital  reim- 
bursement rates  in  ways  that  are  not  currently  permitted.     They  would  also 
have  been  able  to  reduce  costs  by  such  relatively  direct  or  crude  methods 
as  restricting  eligibility  or  eliminating  benefits  which  would  most  likely 
have  more  adverse  effects  on  the  poor  and  shift  financial  burdens  to  lower 
levels  of  government . 

The  manner  in  which  states  choose  to  change  their  allocations  of  re- 
sources to  Medicaid  and  other  expenditure  possibilities  is  important  for 
its  implications  for  achieving  federal  objectives.     The  federal  government 
presumably  has  certain  objectives  with  respect  to  health  services  for  the 
poor,  both  in  terms  of  the  level  and  composition  of  those  services.  Open- 
ended  matching  grants  are  intended  to  induce  target  levels  of  spending  and 
the  laws  and  regulations  encompassing  the  program  are  designed  to  effect 
a  desired  composition  of  services.     Elimination  of  a  variety  of  regulatory 
controls  at  the  same  time  as  financing  arrangements  are  changed  will  re- 
duce the  likelihood  that  a  desired  (from  the  federal  perspective)  composi- 
tion of  services  can  be  achieved.     Moreover,  while  any  desired  level  of 
Medicaid  expenditures  can  be  achieved  under  a  block  grant  by  adjusting  the 
amount  of  the  grant  to  compensate  for  state  incomes  and  preferences,  it 
can  only  do  so  at  a  higher  cost  to  the  federal  government  than  matching 
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grants.     This  will  occur  because  states,  faced  with  a  grant  of  equal 
monetary  value  but  with  increased  costs  for  health  services  for  the  poor 
relative  to  other  services,  will  most  likely  choose  to  spend  a  higher 
proportion  of  their  funds  on  the  latter.     Thus,  to  achieve  any  federal 
target  for  state  Medicaid  expenditures,  block  grants  must  be  correspond- 
ingly larger. 

If  federal  financing  policy  were  to  change  to  a  block  grant  ap- 
proach, it  is  unlikely  that  the  size  of  grants  would  be  identical  in 
each  state  to  present  levels  of  federal  expenditures  under  open-ended 
matching  grants.     Rather,  some  states  are  likely  to  gain  at  the  expense 
of  others.     Under  the  Financial  Assistance  for  Health  Care  Act  most  of 
the  southern  states  would  gain  in  terms  of  grant  size  at  the  expense  of 
the  rest  of  the  nation.     Since  states  in  the  South  have  much  higher  match- 
ing rates  and  will  be  more  strongly  affected  by  the  change  in  relative 
costs  of  Medicaid  versus  other  services,  such  increases  in  federal  grants 
are  critically  important.     This  is  particularly  necessary  because  differ- 
entials in  matching  grants  in  Medicaid  have  not  been  sufficient  to  induce 
comparable  levels  of  spending  among  the  states  with  southern  states 
typically  spending  less  than  other  areas.     At  the  same  time,  reductions 
in  the  levels  of  federal  contributions  to  the  relatively  high-income 
states  will  add  to  the  effects  generated  by  shifts  in  relative  costs  of 
alternative  expenditure  packages.     If  a  shift  in  financing  arrangements 
occurred  at  this  time,  the  reductions  in  federal  grants  would  occur  during 
a  period  when  tax  revenues  are  depressed  because  of  national  economic  con- 
ditions.    The  change  to  block  grants  coupled  with  shifts  in  the  distribu- 
tion of  funds  among  states  should  contribute  to  a  more  equitable 
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distribution  of  expenditures  on  health  services  for  the  poor.     It  is  im- 
portant to  note,  however,  that  the  same  objective,  achieving  a  given  fed- 
eral target  for  health  expenditures  for  the  poor  throughout  the  country, 
could  be  obtained  at  less  cost  to  the  federal  government  through  open- 
ended  matching  grants  with  wider  differentials  in  the  federal  share. 
4.     Federalization  of  Medicaid 

The  final  alternative  involves  a  fundamental  change  in  the  program: 
making  it  fully  financed  by  federal  funds.     This  would  presumably  also 
bring  greater  federal  controls  over  administrative  and  regulatory  func- 
tions in  the  program.     It  would  be  difficult  to  assign  and  expect  compe- 
tent administration  and  regulation  if  states  were  to  bear  no  share  of  the 
costs  of  the  program.     Thus,  we  assume  here  that  federal  financing  is 
commensurate  with  the  federal  government  also  assuming  most  of  the  admin- 
istrative and  regulatory  responsibilities  in  the  program. 

There  are  four  major  arguments  for  federal  financing  of  Medicaid. 
First,  federal  financing  would  permit  and  facilitate  implementation  of 
uniform  eligibility  standards  and  benefit  coverage.     The  program  has  been 
widely  criticized  for  the  major  differences  in  coverage  of  the  poverty 
population  and  in  the  value  of  benefits  provided.  ^    Federal  financing 
could  contribute  significantly  to  eliminating  variations  in  expenditures 
among  states,  though  to  the  extent  differences  are  attributable  to  varia- 
tions in  price  levels,  utilization  preferences,  or  to  the  availability  of 
providers,  some  differentials  can  and  should  be  expected  to  remain. 

The  second  argument  is  that  a  program  financed  totally  with  federal 
funds  would  not  be  as  vulnerable  to  adverse  economic  conditions.  At 
present,  states  must  adjust  expenditure  patterns  in  response  to  declines 
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in  tax  revenues  because  of  constitutional  prohibitions  against  deficit 
spending.     This  has  often  caused  short-run  program  cutbacks  which  have  un- 
desirable long-run  implications  for  health  status  and  for  health  care  ex- 
penditures or  shift  the  financing  burden  to  lower  levels  of  government. 
Federal  policymakers  would  presumably  feel  less  necessity  to  make  program 
cutbacks  having  short-run  fiscal  impacts  but  undesirable  long-term 
consequences . 

Third,   federalization  would  permit  and  encourage  coordination  of  re- 
imbursement and  regulatory  policies  between  Medicaid  and  Medicare  and  re- 
lated health  agencies.     It  is  often  difficult  for  Medicaid  programs  to 
reduce  reimbursement  rates  for  providers  because  they  finance  care  for  a 
small  share  of  the  health  care  market.     Coordination  with  Medicare  would 
enhance  the  ability  of  both  programs  to  control  rates  of  increases  in 
prices  and  apply  utilization  controls  with  minimal  effects  on  the  target 
populations. 

Finally,   it  can  be  argued  that  programs  affecting  the  poor  should  be 

financed  at  the  federal  level  because  poverty  is  a  national  problem  and 

the  distribution  of  the  poor  an  historical  accident.     The  capacity  of 

state  and  local  governments  to  finance  major  social  programs  is  limited 

by  constraints  on  their  taxing  capacity  due  to   (1)  federal  pre-emption  of 

the  income  tax  and  (2)  fear  of  effects  of  heavy  taxation  on  location  de- 

12 

cisions  of  individuals  and  corporations.        State  and  local  government  ex- 
penditures have  increased  at  much  faster  rates  than  federal  spending  in 
recent  years.     Peterson  has  shown  that  state  and  local  spending  in  real 

terms  has  increased  by  6.3  percent  per  year  between  1951  and  1975  or  twice 

13 

the  growth  rate  of  the  national  economy.         State  and  local  spending  has 
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increased  from  7.2  percent  of  GNP  in  1951  to  15.7  percent  in  1975,  while 
federal  spending  rose  only  from  16.8  percent  to  20.7  percent.     This  has 
placed  considerable  pressure  on  state  and  local  tax  bases  and  generated 
increasing  pressures  from  state  and  city  governments  for  relief  from  the 
federal  government.     Moreover,  state  and  local  governments  may  tend  to 
underspend  in  such  areas  as  health  care  for  the  poor  because  given  the 
mobility  of  even  the  American  low-income  population,  the  benefits  will 
often  accrue  to  another  jurisdiction.     Thus,  because  of  both  the  limita- 
tions on  ability  to  raise  revenues  and  the  presence  of  effects  external  to 
recipients,  spending  on  health  care  for  the  poor  will  be  less  than  that 
level  which  is  optimal  for  the  nation  and  should  be  financed  at  the 
national  level. 

While  these  arguments  in  favor  of  federalization  are  compelling,  there 
are  several  counter  arguments  which  can  be  made.     First,  some  of  the  dif- 
ferences in  expenditures  per  capita  or  expenditure  per  poor  person  repre- 
sent legitimate  differences  in  local  preferences,  tastes,  customs,  etc. 
Federal  financial  and  administrative  controls  which  lead  to  a  more  even 
distribution  of  expenditures  throughout  the  nation  may  result  in  levels  of 
spending  which  are  lower  than  some  states  prefer  and  higher  than  others 
would  like.     The  first  problem  can  be  alleviated  by  permitting  state  sup- 
plementation, but  this  will  inhibit  efforts  to  eliminate  inequalities 
among  states  in  the  provision  of  health  care  to  the  poor.     Such  states 
will  also  be  worse  off  with  federalization  because  of  the  reduction  in 
federal  financial  support  of  health  services.     The  latter  problem  can  re- 
duce welfare  in  certain  states  because  the  poor  will  have  considerably 
greater  financial  access  to  care  than  those  low-income  individuals  not 
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eligible  for  Medicaid.  Given  existing  limitations  on  the  availability  of 
real  medical  resources,  the  near  poor  may  face  severe  difficulties  in  re- 
ceiving needed  services. 

Second,   the  ability  and  willingness  of  the  federal  government  to  in- 
cur deficits  may  result  in  tolerance  of  higher  health  care  costs  than 

* 

states  are  able  and  willing  to  permit.     This  may  be  desirable  in  certain 
circumstances  but  it  may  also  permit  deferring  difficult  decisions  in 
others.     Most  cost  control  measures  involve  decisions  to  eliminate  or  in 
some  way  restrict  provision  of  services  where  the  value  to  society  is  less 
than  the  cost,  despite  the  considerable  value  those  services  have  to  some 
individuals.     Such  decisions  are  usually  difficult  to  make  and  the  ability 
to  incur  deficits  often  permits  government  officials  to  avoid  them.  If 
this  argument  is  correct,  then  one  would  not  expect  the  federal  government 
to  be  as  diligent  in  cost  control  efforts,  despite  the  greater  capacity  for 
leverage  that  could  result  from  better  coordination  of  a  variety  of  federal 
health  agencies. 

A  related  argument  is  that  the  federal  government  has  not  itself  dem- 
onstrated outstanding  managerial  capacity  in  the  health  and  welfare  areas. 
The  Supplementary  Security  Income  program  has  suffered  from  many  of  the 

problems  of  ineligible  recipients  and  overpayments  that  have  plagued  state 
14 

Medicaid  programs.         Medicare  has  not  been  willing  to  impose  restrictive 
forms  of  reimbursement  on  hospitals"^  and  has  reimbursed  physicians  on  the 
basis  of  customary  and  prevailing  charges.     We  argued  in  an  earlier  paper 
that  this  method  is  inherently  inflationary ;  "^  only  recently  has  the  Medi- 
care program  taken  steps  to  limit  rates  of  growth  of  physician's  fees."^ 
In  contrast,  several  state  Medicaid  programs  have  applied  for  HEW  waivers 
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to  implement  alternative  methods  of  reimbursing  hospitals      and  the  ma- 

19 

jority  of  states  have  imposed  tighter  controls  on  physician's  fees. 
Finally,  the  federal  Professional  Standard  Review  Organization  (PSRO)  pro- 
gram appears  to  be  heading  in  the  direction  of  implementing  standards  for 

care  delivery  which  would  be  significantly  more  generous  than  states  have 

20 

historically  permitted.         The  primary  reason  appears  to  be  the  absence  of 

fiscal  accountability  of  PSROs.     Several  states  are  opposing  the  authority 

21 

of  PSROs  to  set  standards  more  permissive  than  their  own;       a  federal 
Medicaid  program  may  not,  again  because  of  the  greater  flexibility  in  the 
federal  budget. 

Finally,  much  can  and  has  been  learned  from  the  presence  of  a  diver- 
sity of  state  Medicaid  programs.     States  reimburse  physicians,  nursing 
homes,  and  pharmacies  in  a  variety  of  ways  with  different  effects  on  costs 

and  the  quality  and  quantity  of  service.     States  have  experimented  with 

22 

different  approaches  to  utilization  review.         They  have  attempted  to  con- 
trol ineligibility,  provider  payments,   fraud,  etc.,  through  many  different 
23 

mechanisms.         When  such  natural  variations  exist,  research  can  proceed 

and  much  can  be  learned  that  can  usefully  be  passed  on  to  other  states. 

The  federal  government  has  not  sponsored  research  on  Medicaid  on  a  large 

scale,  and  some  of  its  research  has  not  been  adequately  designed  and  im- 
24 

plemented.  Nonetheless  the  diversity  of  administrative  and  regulatory 
practices  which  exist  in  the  present  structure  of  Medicaid  would  largely 
be  lost  with  federalization. 


55 


E.  Conclusions 

In  the  previous  section,  we  presented  a  number  of  arguments  for  and 
against  the  federal  government  absorbing  the  burden  of  financing  the  Medi- 
caid program.     The  choice  ultimately  depends  on  one's  beliefs  that  feder- 
alization is  necessary  to  achieve  equity  in  population  and  benefit  cover- 
age,  that  the  ability  to  incur  deficits  is  necessary  to  avoid  unfortunate 
policy  choices  having  short-term  fiscal  benefits,  and  that  administrative 
coordination  among  financing  and  regulatory  programs  can  only  be  achieved 
if  Medicaid  is  absorbed  at  the  federal  level.     Alternatively,  if  one  be- 
lieves that  the  ability  to  incur  budget  deficits  permits  legislators  and 
bureaucrats  to  avoid  difficult  but  necessary  resource  allocation  decisions, 
and  that  states  have  obtained  valuable  administrative  experience  through- 
out the  history  of  Medicaid,   then  one  would  be  less  enthusiastic  about 
federalization.     If  federalization  does  not  occur,  then  the  main  concern 
is  changing  the  structure  of  present  financing  arrangements  so  that  (1) 
greater  equity  in  population  and  benefit  coverage  is  achieved,   (2)  the 
additional  burden  of  financing  the  program  during  periods  of  recession 
does  not  fall  on  state  and  local  governments,  and  (3)  states  face  greater 
incentives  to  monitor  fraud  and  abuse  and  to  make  efficient  use  of  health 
resources.     We  tend  to  prefer  the  latter  strategy  though  it  is  clearly 
recognized  that  the  argument  for  it  rests  on  assumptions  about  state  ad- 
ministrative capacity.     In  looking  beyond  Medicaid  one  is  struck  by  the 
enormous  effect  national  health  insurance  would  have  on  both  the  federal 
budget  and  the  federal  bureaucracy.     We  suspect  in  the  light  of  these 
factors  that  a  national  health  insurance  program  will  necessarily  have  to 
depend  on  state  financing  and  administrative  capacity.     Therefore,  it 
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seems  advisable  that  serious  consideration  be  given  at  this  time  to  alter- 
native financing  arrangements  in  Medicaid,  not  federalization.  Federal 
policy  should  be  designed  to  take  advantage  of  existing  state  administra- 
tive abilities  and  provide  stronger  incentives  for  states  to  pursue  fed- 
eral program  objectives. 

One  alternative  which  would  encourage  equity  and  greater  attention  to 
cost  control  while  placing  the  burden  of  recession  induced  increases  in 
demands  on  the  program  at  the  federal  level  would  be  the  following.  First, 
the  federal  government  should  mandate  uniform  simplified  eligibility  de- 
termination criteria  not  tied  to  the  welfare  system.     Second,  the  federal 
government  should  mandate  a  uniform  and  fairly  comprehensive  benefit  pack- 
age.    The  justification  for  these  two  recommendations  follow  from  arguments 
presented  in  the  earlier  papers  on  the  eligibility  and  benefit  coverage. 
They  are  primarily  arguments  of  equity  and  are  not  proposed  as  measures 
likely  to  reduce  program  costs.     Third,  the  federal  government  would  make 
capitation  grants  based  on  the  number  of  program  enrollees  in  the  state. 
While  eligibility  standards  would  be  mandated  at  the  federal  level,  capi- 
tation grants  tied  to  the  number  of  enrollees  would  encourage  states  to 
maximize  participation.     The  capitation  grants  would  be  designed  to  sup- 
port, say,  one-third  of  the  cost  of  care  of  individuals  in  that  state. 
Capitation  grants  would  not  be  adjusted  for  income  but  would  be  different 
for  children,  adults,  aged,  chronically  dependent,  etc.     (Note  that  in  the 
latter  case  capitation  grants  should  not  be  based  on  whether  an  individual 
is  or  is  not  institutionalized  but  on  whether  or  not  he  or  she  is  chroni- 
cally dependent.     This  would  hopefully  encourage  states  to  rely  to  a  greater 
extent  on  non- institutional  alternatives.)     Fourth,  a  system  of  matching 
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grants  would  be  related  to  state  per  capita  income  but  would  have  a  lower 
structure  of  rates  than  at  present.     For  example,  the  federal  government 
might  pay  20  percent  of  remaining  Medicaid  expenditures  in  wealthy  states 
and  up  to  50  percent  in  poor  states.     Matching  grants  would  also  be  ad- 
justed for  unemployment  by  increasing  by  two  percentage  points  for  each 
percentage  point  increase  in  the  state  unemployment  rate  over,  say,  7  per- 
cent.    Under  this  arrangement,  the  incentives  facing  states  would  change 
considerably.     Many  states  would  be  required  and  financially  encouraged  to 
expand  eligibility  and  benefits.     Federal  payments  as  well  as  state  out- 
lays in  those  states  would  increase.     States  with  generous  programs  at 
present  would  receive  roughly  the  same  level  of  federal  funds  as  at  present, 
at  least  initially.     The  main  innovation  is  that  incentives  at  the  margin 
would  be  changed  considerably.     States  would  not  be  permitted  to  reduce 
eligibility  or  benefit  packages  and  would  lose  federal  funds  if  they  did 
so  indirectly  through  a  passive  approach  to  implementation.     The  benefits 
from  monitoring  fraud  and  abuse  would  increase  considerably  because  states 
such  as  New  York  and  Illinois  would  reap  80  percent  of  the  savings.  The 
same  is  true  for  implementing  alternative  payment  methods  for  physicians, 
nursing  homes,  and  other  providers.     (Our  preference  is  for  such  controls 
to  be  applied  at  the  federal  level  and  impact  on  a  larger  population;  this 
will  be  discussed  in  some  detail  in  the  next  section.)     Other  regulatory 
thrusts  which  would  become  even  more  attractive  to  the  states  would  be 
(1)  utilization  controls  such  as  prior  authorization  and  post-treatment 
review  systems  and  (2)  controls  over  hospital  and  nursing  home  bed  supply 
through  coordination  with  state  Health  Systems  Agencies.     At  the  same  time, 
because  of  an  unemployment  trigger,  changes  in  reimbursement  and  regulatory 
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policy  would  be  based  on  long-term  preferences,  not  in  reaction  to  short 
term  crises. 

This  is  not  proposed  as  a  well  developed  panacea.     Many  Medicaid 
problems  cannot  be  solved  by  changing  financing  arrangements.  However, 
this  type  of  approach  would  eliminate  most  of  the  undesirable  effects  of 
present  financing  arrangements.     It  would  encourage  and  permit  states  to 
move  in  desired  directions,  without  great  impact  on  the  federal  budget  o 
on  federal  health  agencies. 
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CHAPTER  III 
CHANGES  IN  FEDERAL  MEDICAID  REGULATIONS 

A.  Introduction 

Changes  in  current  financing  arrangements  can  alter  the  incentives 
facing  the  states  in  ways  which  are  desirable  from  the  public  perspective. 
Changing  incentives  is  not  sufficient,  however,   if  states  are  severely 
constrained  in  their  policy  choices  by  federal  regulations.     In  the  three 
previous  papers  in  this  series,''  we  described  and  analyzed  the  cost  con- 
tainment choices  available  to  the  states.     Our  general  conclusion  was  that 
while  states  have  many  choices,   few  are  very  desirable  given  the  present 
set  of  federal  constraints. 

The  most  frequent  cost  containment  measure  employed  by  the  states  has 
been  the  application  of  limits  on  mandatory  benefits  and  the  elimination 
of  optional  benefits.     Of  all  options,   this  approach  was  often  the  most 
inequitable  and  the  least  cost  effective.     Our  analysis  suggested  that  the 
federal  designation  of  a  service  as  mandatory  or  optional  is  misleading. 
It  fails  to  specify  minimum  levels  or  quantities  of  services,   ignores  the 
complementary  nature  of  medical  services   (e.g.,  physicians  do  not  consider 
pharmaceuticals  an  "optional"  benefit  in  the  treatment  of  their  patients) , 
computes  a  marginal  effect  to  optional  benefits  which  understates  the 
critical  nature  of  some  of  those  benefits  (e.g.,   insulin  is  not  optional 
for  diabetics  nor  is  a  wheelchair  optional  for  a  paraplegic),  and  assigns 
an  implicit  cost-saving  potential  to  certain  benefit  cutbacks  which  may 
be  spurious  (e.g.,  eliminating  podiatry  and  optometry  will  result  in  some 

*Modifying  Medicaid  Eligibility  and  Benefits,  Altering  Medicaid  Reimburse- 
ment, and  Controlling  Medicaid  Utilization  Patterns. 
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patients  substituting  physician  services;  the  cost  of  this  substitution  is 
often  ignored  when  services  are  eliminated).     Furthermore,  benefit  cut- 
backs tend  to  be  inequitable.     Those  with  the  most  severe  disabilities  are 
likely  to  suffer  the  greatest  hardships  when  benefits  are  reduced.  Second, 
to  the  extent  that  benefit  cutbacks  force  the  localities   (through  their 
public  hospitals  and  health  facilities)  to  assume  the  total  financial  cost 
for  supplying  benefits  previously  paid  for  by  Medicaid,  the  financing  bur- 
den shifts  from  the  relatively  progressive  federal  income  tax  to  the  re- 
gressive tax  system  at  the  local  level. 

Despite  these  problems,   in  many  states  benefit  cutbacks  have  become 
synonymous  with  the  state's  Medicaid  cost  containment  effort.     The  reasons 
for  this  are  that,  relative  to  all  other  options,  benefit  cutbacks  are 
technically,  administratively,  and  politically  the  easiest  cost  control  to 
implement.     It  is  equally  important,  however,   that  the  federal  government 
has  made  the  regulations  governing  benefit  coverage  more  flexible  than 
regulations  covering  practically  all  other  aspects  of  the  Medicaid  program. 
Thus,   the  states  do  not  have  to  go  through  a  lengthy  federal  review  before 
implementing  a  benefit  cutback.     It  can  be  done  quickly.     Because  a  rapid 
response  to  fiscal  pressure  is  essential,  the  ease  with  which  benefit  cut- 
backs can  be  performed  is  often  the  most  compelling  argument  in  their 
favor. 

Rapid  implementation  rarely  exists  for  altering  reimbursement  pro- 
cedures (particularly  for  hospitals),   instituting  a  sensible  cost  sharing 
mechanism,  or  establishing  utilization  controls.     The  federal  government 
has  constructed  a  series  of  regulatory  obstacle  courses  for  Medicaid. 
Benefit  limitations  happen  to  be  the  easiest  to  traverse.     Others  can  be 


61 


overcome  with  some  difficulty.  Others  are  impossible.  State  actions  are 
guided  by  what  is  permitted  and  not  necessarily  by  logic  or  experience. 

The  biggest  problem  in  cost  containment  is  the  tendency  to  confuse 
fiscal  constraints  with  program  goals.     If  a  state's  sole  concern  is  cost 
containment,  then  the  most  direct  approach  for  limiting  Medicaid  costs  is 
to  terminate  the  program.     Termination  can  be  easily  and  inexpensively 
implemented.     It  is  immediately  effective  with  very  favorable  long-run 
cost  implications.     The  burden  for  some  of  the  care,  of  course,  will  be 
shifted  onto  the  localities.     But  local  expenditures  will  not,  in  all 
likelihood,  match  the  state's  fiscal  effort.     A  great  portion  of  the  bur- 
den will  be  shifted  onto  the  poor  in  terms  of  ill  health  and  onto  pro- 
viders in  terms  of  increased  charitable  care.     Debates  and  petitions  re- 
garding mainstream  medicine  and  freedom  of  choice  would  continue  but  the 
law  suits  and  court  injunctions  would  cease.     Hospitals  would  still  in- 
sist that  they  receive  reasonable  cost  reimbursement  and  nursing  homes 
would  still  decry  their  meager  profits,  but  these  demands  would  be  heard 
by  county  commissioners  and  city  councilmen,  not  by  state  legislators. 
In  one  move,  the  state  could  free  itself  of  a  large  fiscal  strain,  a  com- 
plicated administrative  program,  poor  press  coverage,  angry  lobbyists, 
and  embarrassing  legal  entanglements. 

Medicaid's  primary  goal,  however,   is  not  cost  containment.  Os- 
tensibly the  primary  goal  has  been  to  extend  medical  benefits  (i.e., 
mainstream  medicine)  to  certain  low  income  individuals.     In  practice,  the 
federal  government's  failure  to  mandate  a  minimum  benefit  package  or  de- 
fine poverty  (in  terms  of  income  or  resources)  has  made  this  goal  ambig- 
uous and  unattainable.     From  regulatory,  administrative,  and  technical 
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perspectives,  restrictions  on  benefits  and  poverty  thresholds  can  be  im- 
plemented more  easily  and  quickly  than  any  of  the  other  cost  containment 
options.  Political  resistance  to  lowering  income  definitions  of  poverty 
has  generally  thwarted  states  from  economizing  in  that  direction.  During 
the  recent  recession,  however,  benefit  limitations  became  an  exceedingly 
popular  device.  With  each  new  restriction  on  benefit  coverage  the  goals 
of  the  program  are  modified. 

Cost  containment  strategies  are  complicated,  often  obscured,  by  goals 
which  are  covertly  and  perpetually  in  flux.     Because  limiting  costs  is  not 
the  primary  goal  of  Medicaid,  program  managers  can  honestly  ask,  "What 
costs  should  be  limited?     Cost  containment  with  respect  to  what?"  An 
equally  honest  answer  would  be,  "We  do  not  know."     The  federal  government 
has  refrained  from  setting  attainable  goals  or  minimum  standards  of  per- 
formance.    In  lieu  of  specified  goals,  there  has  been  an  obsession  with 
procedures.     In  lieu  of  coherent  policy,  federal  administration  has  fo- 
cused on  improved  state  management  and  the  elimination  of  fraud.     No  one 
is  quite  sure  what  should  be  done,  just  that  it  should  be  done  better. 
No  one  is  quite  sure  what  better  means,  although  it  has  something  to  do 
with  efficiency,  costs,  and  the  elimination  of  fraud.     The  quest  for  the 
last  welfare  cheat  and  the  magic  lid  on  Medicaid  cost  has,  at  times, 
attained  a  level  of  primacy  greater  than  that  of  the  delivery  of  services. 

Clearly,  a  way  of  resolving  this  problem  would  be  to  set  national 
standards  for  eligibility  and  benefit  coverage.     Uniform  eligibility  stan- 
dards would  require  major  reform  of  the  entire  national  income  support 
system.     This  is  unlikely  to  happen  in  the  near  future.     Uniform  benefit 
coverage,  on  the  other  hand,  requires  a  restructuring  of  the  Medicaid 
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program  alone;  but  uniform  benefit  coverage  would  be  a  costly  proposition. 
States  with  benefits  less  generous  than  the  national  package  would  have  to 
expand  their  program  and  their  costs   (contrary  to  popular  belief,   it  ap- 
pears that  added  benefits  result  in  additional  costs—preventive  medicine 
is  unlikely  to  reduce  acute  care  costs  and  home  health  care  and  homemaker 
services  do  not  substitute  on  balance  for  nursing  home  care).     States  with 
more  liberal  benefit  coverage  than  the  national  package  would  have  to  as- 
sume the  full  cost  for  non-f ederally  required  benefits.     In  neither  in- 
stance could  a  persuasive  argument  be  made  that  a  national  benefit  package 
would  improve  the  fiscal  condition  of  Medicaid.     Uniform  eligibility  and 
benefit  coverage  are  important  because,  in  their  absence,   the  program  is 
inequitable.     Equity,  not  cost,  is  the  principle  reason  for  imposing  this 
type  of  uniformity.     In  this  case,  equity  considerations  conflict  with 
cost  containment.     Therefore,   although  we  feel  strongly  that  uniform  eli- 
gibility and  benefit  coverage  should  be  imposed,  neither  could  be  recom- 
mended as  a  cost  containment  mechanism. 

Our  concern  here  is  to  identify  changes  in  federal  regulations  which 
will  improve  the  states'   capacity  to  contain  their  costs  without  denying 
clients  access  to  necessary  care.     We  restrict  our  attention  to  changes 
that  are  politically  and  administratively  feasible.     We  do  not  consider 
all  possible  proposals.     We  do  not  consider  many  important  or  necessary 
changes  which  cannot  be  justified  in  terms  of  cost  containment.  Finally, 
we  do  not  focus  on  options  states  might  adopt  if  those  options  are  cur- 
rently permitted  under  federal  law  and  regulations.     Our  emphasis  will  be 
on  changes  which  either  permit  or  force  states  to  become  more  effective  in 
their  control  over  Medicaid  costs. 
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With  all  this  in  mind,  we  would  make  the  following  recommendations  in 
order  of  their  potential  savings: 

1.  The  federal  government  should  impose  a  limit  on  total  hospital 
revenues . 

2.  The  federal  government  should  increase  its  financial  share  for 
long-term  care  services. 

3.  States  should  be  required  to  institute  and  operate  a  Surveillance 
and  Utilization  Review  System  (S/UR) .     The  federal  government  should  fi- 
nance all  of  the  development  costs  for  this  component  of  the  Medicaid 
Management  Information  System  (MMIS) . 

4.  Early  Periodic  Screening  Diagnosis  and  Treatment  (EPSDT)  programs 
should  be  targeted  at  specific  diseases  within  specific  groups  of  children. 

5.  States  should  be  allowed  to  experiment  with  limiting  benefits  by 
diagnosis. 

6.  States  should  be  required  to  issue  Medicaid  clients  photo- 
identification  cards. 

7.  States  should  be  allowed  to  institute  nominal  copayments  for 
physician  ambulatory  care  (and  physician  substitutes).     Certain  care 
should  be  excluded  from  copayments. 

8.  The  freedom  of  choice  provision  should  be  deleted. 

9.  All  nursing  homes  certified  for  either  Medicaid  or  Medicare  must 
participate  in  both  programs. 

B.      Federal  Limits  on  Total  Hospital  Revenues 

Perhaps  the  most  frustrating  obstacle  facing  state  program  managers 
and  legislators  is  their  inability  to  control  hospital  costs.  "Reasonable 
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cost"  reimbursement,   the  predominant  method  of  hospital  payment,  is  highly 
inflationary  and  inefficient.     It  has  become,  however,  a  standard  of  ade- 
quacy for  third-party  payment  to  hospitals.     As  a  result,  states  seeking 
to  control  Medicaid  hospital  expenditures  face  a  dilemma.     Any  payment 
mechanism  which  promises  to  truly  limit  hospital  costs  invites  hospital 
withdrawal  from  the  Medicaid  program.     The  state  must  then  accept  limited 
access  for  its  beneficiaries  or  return  to  a  payment  mechanism  that  ap- 
proximates reasonable  costs. 

An  understanding  of  why  this  occurs  is  dependent  upon  understanding 
what  the  objective  of  "reasonable  cost"  reimbursement  is  and  how  it  is 
applied.     Medicaid  is  required  to  utilize  the  Medicare  method  of  hospital 
reimbursement,  a  cost-based  system  developed  jointly  by  the  Social  Security 
Administration  and  the  American  Hospital  Association  shortly  after  the  1965 
passage  of  the  Medicare  and  Medicaid  legislation.     Entitled  "reasonable 
cost"  reimbursement,  this  payment  method  is  required  by  law  to  isolate 
the  burden  of  program  costs.     It  is  an  articulation  of  a  basic  Medicare 
principle  that  costs  be  apportioned  accurately  between  program  recipients 
and  non-recipients  and  that  government  refrain  from  contributing  in  any 
way  to  the  cross-subsidization  of  costs  between  these  two  groups.     In  op- 
erational terms,  reasonable  cost  is  defined  by  auditing  a  hospital's 
books,  identifying  that  fraction  of  total  charges  which  are  Medicaid 
charges,  and  multiplying  that  fraction  times  the  total  cost  of  operating 
the  hospital.     This  accounting  procedure  is  descriptively  called  the 
"ratio  of  charges  to  charges  applied  to  costs"  or  RCCAC  approach. 

It  might  be  argued  that  the  general  objective  of  Medicaid's  hospital 
reimbursement  policy  is  an  equitable  and  defensible  approach.     After  all, 
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government  intervention  in  the  provision  of  care  is  minimized.     The  hos- 
pitals receive  payment  on  a  cost  basis  for  only  those  services  to  Medicaid 
recipients.     And,  mainstream  medicine  potentially  can  become  an  affordable 
reality  to  the  poor  without  threatening  the  financial  solvency  of  the  in- 
dividual hospitals.     Why  then  is  "reasonable  cost"  an  inadequate  solution? 
A  number  of  factors  may  be  cited: 

1.  Reasonable  cost  reimbursement  provides  no  incentives  for  cost- 
minimization  and  has  thereby  contributed  significantly  to  the  extraordinary 
inflationary  trend  of  hospital  prices  and  costs  experienced  over  the  past 
ten  years. 

2.  Reasonable  cost  reimbursement  permits  and  encourages  hospitals  to 
shift  non-Medicaid  costs  onto  the  Medicaid  program. 

3.  Reasonable  cost  reimbursement  guarantees  systemwide  misallocation 
of  health  and  hospital  resources.  It  therefore  works  in  opposition  to  the 
states'  health  planning  efforts. 

4.  Reasonable  cost  reimbursement  acts  as  a  rhetorical  and  operational 
impediment  to  alternative  hospital  reimbursement  methodologies. 

The  federal  government  and  the  states  have  attempted  to  overcome  these 
problems  through  controls  on  capital  expenditures  and  services  and  experi- 
ments in  incentive  and  prospective  reimbursement.     To  date  none  of  these 
approaches  promises  to  significantly  dampen  the  rise  in  hospital  expendi- 
tures and  prices:     Furthermore,  they  do  not  offer  any  short-term  relief 
for  the  Medicaid  program.     Under  existing  regulations,  that  relief  can  come 
from  limitations  on  inpatient  routine  costs,  limits  on  occupancy  rates,  in- 
creased stalling  in  hospital  payments,  or  altering  the  cash  flow  by  placing 
all  hospitals  on  an  interim  payment  basis.     While  more  cost  effective  than 
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capital  controls  or  incentive  reimbursement,   these  options  again  do  not 
significantly  affect  Medicaid  hospital  payments. 

The  Medicaid  program  will  not  by  itself  be  able  to  contain  hospital 
costs.     Those  costs  have  risen  in  response  to  the  massive  shift  to  liberal 
cost  reimbursement  systems  promoted  through  Medicare  and  Medicaid  and 
adopted  by  most  Blue  Cross  plans.     Over  the  past  ten  years  there  has  been 
a  systemic  change  in  the  way  hospitals  operate.     Hospitals,  in  general, 
have  experienced  an  increase  in  the  number  and  types  of  professional  hos- 
pital personnel  per  patient,  an  increase  in  the  use  of  high  cost  technol- 
ogy, an  increase  in  the  wage  structure  of  unskilled  and  semi-skilled  hos- 
pital labor,  and  an  increase  in  the  access  to  capital  markets.  Medicaid's 
role  as  a  partial  payer  cannot  constrain  those  costs. 

The  best  solution  to  this  problem  would  be  to  establish  a  limit  or 
cap  on  total  hospital  revenues  somewhat  similar  but  more  binding  than  the 
proposal  recently  set  forth  by  the  Carter  Administration.     It  would  apply 
to  revenues  generated  by  all  payors  on  behalf  of  all  hospitalized  patients. 
This  would  prevent  hospitals  from  discriminating  against  Medicaid  recipi- 
ents (in  favor  of  other  more  lucrative  patients)  while  slowing  down  the 
total  rate  of  increase  for  hospital  costs.     Neither  of  these  goals  is 
feasible  when  Medicaid  acts  alone. 

C.       Contributions  of  Supplementary  Security  Income 
Payments  to  Medicaid  Nursing  Home  Patients 

Medicaid  has  a  very  special  relationship  with  the  long-term  care  in- 
dustry.    Nursing  homes  represent  the  largest  cost  component  of  the  program. 
(In  1974,  for  example,  they  accounted  for  36  percent  of  the  total  Medi- 
caid budget.)     At  the  same  time,  the  long-term  care  industry  relies  upon 
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Medicaid  for  an  estimated  50  to  70  percent  of  their  revenues.       In  many 
ways,  Medicaid's  policy  toward  nursing  homes  transcends  an  individual 
state's  attitude  toward  its  welfare  population.     Medicaid  policy  has  be- 
come a  de  facto  national  policy.     Medicaid  has  created  and  sustained  an 
industry.     It  funds  the  industry,  certifies  the  facilities,  places  the 
majority  of  patients,  and  reviews  the  patient's  payment  status  and  medical 
condition.     The  gap  between  the  nursing  homes,  Medicaid,  the  poor,  and 
non-poor  is  bridged  by  the  medically  needy  eligibility  category  and  the 
lengthy  and  costly  average  stays  in  nursing  homes.     The  medically  needy 

are  individuals  impoverished  by  medical  bills.     The  average  length  of  stay 
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in  a  nursing  home  is  two  years.       In  1973,  the  monthly  average  cost  of 
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stay  in  a  nursing  home  was  $592.      One-third  of  the  homes,  however, 
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charged  more  than  $600  a  month.      At  these  rates,  modest  savings  are  de- 
pleted, individuals  become  impoverished,  and  Medicaid  becomes  necessary. 
Michigan  offers  an  example  of  the  cost  of  supporting  the  medically  needy 
in  nursing  homes.     In  fiscal  1974,  Michigan  had  904,000  Medicaid  recipi- 
ents who  incurred  nearly  $538  million  in  medical  costs.       Less  than  5  per- 
cent of  the  recipients  were  medically  needy  clients  in  nursing  homes. 
These  patients  consumed  $133  million  of  long-term  care,  nearly  25  percent 
of  the  total  Michigan  Medicaid  budget.       These  figures  do  not  include  the 
cost  of  physician  services  or  pharmaceuticals  received  by  those  individ- 
uals in  long-term  care  facilities.     As  such,  it  is  an  underestimate  of  the 
resources  allocated  to  these  individuals. 

The  major  point  is  that  the  Medicaid  long-term  care  program  reaches 
beyond  the  delivery  of  health  services.     Long-term  care  consists  of  a 
mixture  of  income  support,  housing,  social  services,  and  health  services. 
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Yet,  with  the  exception  of  very  small  SSI  payments  to  cover  personal  needs 
of  patients,  long-term  care  is  considered  wholly  a  health  service.  As 
such,  the  program  fills  a  national  need  that  all  other  programs  have  re- 
fused to  address  let  alone  finance.     If  the  federal  government  wishes  to 
help  the  states  contain  their  Medicaid  costs,  it  could  acknowledge  the  in- 
come maintenance  component  of  long-term  care  by  increasing  the  federal 
government's  financial  participation  in  that  part  of  the  program.  The 
mechanism  for  supplying  that  assistance  currently  exists.     At  present, 
when  an  SSI  recipient  enters  a  nursing  home,  the  contribution  of  the  SSI 
program — with  the  exception  of  $25  personal  needs  allowance — ceases.  The 
rationale  for  this  federal  decision  is  not  consistent  with  the  income 
support  and  equity  objectives  of  a  federal  SSI  program.     Individuals  do 
not  become  less  worthy  of  federal  income  maintenance  assistance  because 
of  a  change  of  residence  from  a  private  home  to  a  nursing  home  or  domi- 
ciliary care  facility.     Under  current  arrangements,  Social  Security  and 
private  retirement  benefits  are  used  to  pay  for  the  patient  nursing  home 
expenditures.     By  eliminating  SSI  payments  for  institutionalized  recipi- 
ents, the  federal  government  shifts  a  greater  share  of  the  financial  bur- 
den of  caring  for  the  institutionalized  population  to  the  states. 

The  amount  of  state  support  of  the  institutionalized  long-term  care 
population  depends  on  the  states'  matching  rate  (as  discussed  earlier, 
this  currently  ranges  from  17  to  50  percent  of  costs).     We  recommend  that 
the  federal  government  share  to  a  greater  extent  in  the  costs  of  long-term 
care  by  providing  SSI  payments  to  individuals  in  those  institutions. 
Medicaid  would  continue  to  contribute  the  difference  between  the  costs  of 
care  in  the  home  and  the  individuals  contribution,  less  the  personal  needs 
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allowance.     From  the  nursing  home's  perspective,  SSI  payments  would  be 
treated  as  a  source  of  patient  income  in  the  same  manner  as  Social  Security 
and  retirement  benefits.     The  net  effect  would  be  substantial  fiscal  relief 
for  the  states. 

D.       Mandatory  Surveillance  and  Utilization  Review  Systems 

Surveillance  and  Utilization  Review  (S/UR)  is  one  of  six  subsystems 
to  the  Medicaid  Management  Information  System  (MMIS)  currently  being  pro- 
moted by  the  DHEW.     In  one  sense  the  S/UR  system  is  like  any  of  hundreds 
of  other  claims  review  mechanisms  employed  by  private  insurers,  medical 
foundation  plans,  and  various  governmental  vendor  payment  programs.  The 
basic  data  inputs  on  service  delivery,  utilization,  and  expenditures  all 
come  from  invoice  processing.     But  whereas  most  claims  review  mechanisms 
are  designed  primarily  to  check  the  validity  and  accuracy  of  provider  in- 
voices and  recipient  eligibility  status,  these  two  functions  are  handled 
elsewhere  in  the  MMIS  system.     S/UR  is  designed  rather  to  serve  the  broader 
objective  of  reducing  misutilization  and  program  abuse  through:     (1)  mon- 
itoring service  delivery  and  utilization  patterns,   (2)  establishing  uni- 
form, and  where  possible,  non-normative  standards  of  care,    (3)  screening 
or  exceptions  reporting  based  upon  these  standards,    (4)  targeting  direct 
intervention  mechanisms  when  standards  are  not  met,  and  (5)  providing,  in 
the  process,  a  deterrent  to  future  misutilization  and  abuse. 

In  an  attempt  to  encourage  states  to  develop  and  maintain  an  S/UR 
system,  Title  XIX  has  since  1974  provided  increased  federal  financial 
participation  (FFP)  for  states  implementing  and  operating  MMIS  systems. 
The  FFP  for  the  design,  development,  and  installation  of  new  mechanized 
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systems  (or  improvements  to  existing  systems)  is  90  percent  of  program 
costs.     A  75  percent  FFP  is  provided  for  operating  expenses  of  certified 
MMIS  systems. 

With  such  generous  federal  financing  and  the  potential  for  signifi- 
cant program  cost  savings  when  implemented,   it  is  surprising  that  so  few 
states  have  demonstrated  an  interest  in  MMIS.     Only  eight  states  have 
certified  systems  in  place.     An  additional  ten  states  were  developing  MMIS 
systems  under  approved  state  implementation  plans  as  of  mid-1976  (thereby 
eligible  for  90  percent  FFP),  but  a  full  17  states  were  either  inactive 
as  of  that  time  or  had  shown  no  interest  in  participating.^    A  few  states 
have  developed  their  own  systems  of  utilization  profiling  but  none  as  ex- 
tensive as  S/UR.     In  New  York,  for  example,  the  NYSHUR  (New  York  Hospital 

Utilization  Review)  system  provides  experience-generated  norms  for  insti- 

g 

tutional  utilization  patterns  by  diagnosis,  age,  and  sex. 

The  first  state  to  implement  MMIS  (and  hence  S/UR)  was  New  Mexico  in 
May  1975.     Five  of  the  remaining  seven  implemented  their  systems  in  1976. 
There  is,   in  short,  no  experiential  basis  for  evaluating  the  effectiveness 
of  S/UR  in  curtailing  misutilization  and  abuse  under  Medicaid.     Why  then 
should  it  be  adopted?     There  are  four  major  reasons.     First,  S/UR  provides 
the  state  with  a  holistic  picture  of  service  delivery  and  utilization 
patterns  under  its  Medicaid  program.     It  must  be  remembered  that  cost  con- 
tainment through  utilization  control  is  a  secondary  objective  to  be  met 
subject  to  attainment  of  the  program's  primary  goals.     The  S/UR  system 
lays  the  ground  work  for  an  assessment  of  whether  these  goals  have  been 
reached. 


72 


Second,  the  system  offers  a  mechanism  for  rationally  targeting  utili- 
zation control  by  service,  provider,  and  recipient  categories.     Up  to  this 
point  states  have  haphazardly  implemented  a  raft  of  different  controls 
based  on  little  solid  evidence  of  where  control  is  most  needed.  Thus, 
S/UR  provides  a  relatively  inexpensive  method  for  establishing  uniform 
norms  and  standards  of  service  delivery  and  utilization.     The  lack  of  con- 
sistent standards  is  a  major  weakness  of  pretreatment  and  concurrent  re- 
view which  could  be  rectified  if  such  controls  were  incorporated  as  inter- 
vention strategies  under  S/UR. 

Third,  the  Surveillance  and  Utilization  review  system  provides  a 
basis  for  utilization  control  effectiveness  studies.     The  need  for  in- 
depth  empirical  evaluation  of  both  the  type  and  level  of  control  activity 
should  be  obvious,  but  it  cannot  be  done  without  adequate  baseline  profile 
data.     Not  only  will  the  system  produce  such  a  data  base  over  time,  but 
more  importantly  the  data  elements  can  be  readily  analyzed  in  relation  to 
control  norms  and  standards.     This  leads  to  the  final  rationale  for  S/UR 
adoption:     the  development  of  an  effective  utilization  control  program  is 
conditioned  upon  concise  objectives  for  cost  containment  subject  to  maxi- 
mum quality  constraints.     In  these  terms,  S/UR  at  least  sets  the  stage  for 
a  solution  to  the  cost/quality  conundrum. 

We  recommend,  therefore,  that  all  states  be  required  to  develop  and 
maintain  an  S/UR  system.     Second,  the  total  costs  of  development 
should  be  paid  for  by  the  federal  government.     The  states'  share  of 
operating  expenses  would  be  unchanged.     If  the  basic  financial  incen- 
tives facing  the  program  were  changed  in  the  direction  suggested 
earlier — toward  a  system  whereby  states  paid  a  greater  share  of  costs  at 
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the  margin — states  would  have  strong  incentives  to  use  the  S/UR  system  as 
a  management  and  cost-control  mechanism. 

E.       Relaxation  of  Early  Periodic  Screening,  Diagnosis,  and 
Treatment  Program  Regulations 

Early  Periodic  Screening,  Diagnosis,  and  Treatment  (EPSDT)  is  a  man- 
datory medical  screening  benefit  extended  to  all  Medicaid  recipients  under 
21  years  of  age.     The  purpose  of  the  program  is  to  discover  and  correct 
health  problems  among  children  in  Medicaid  so  that  future  problems  may  be 

averted  and  public  dependency  reduced  or  eliminated.     The  states  have  not 
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readily  embraced  EPSDT.       In  part,  this  has  been  due  to  the  failure  of  the 
federal  government  to  issue  regulations  in  a  timely  fashion.     In  part,  this 
has  occurred  because  EPSDT  is  the  only  benefit  where  the  state  is  respon- 
sible for  delivering  of  the  service  (as  opposed  to  merely  reimbursing  a 
private  provider).     Most  important,  however,  is  the  potential  for  extraor- 
dinary expenditures  which  would  be  required  for  a  fully  operating  EPSDT 
program. 

Some  states  have  been  sufficiently  irked  by  the  imposition  of  the 
EPSDT  program  that  they  have  considered  not  implementing  the  service  and 
incurring  the  fiscal  penalty  of  a  1  percent  reduction  in  the  state's  AFDC 
welfare  grants. ^    For  example,  a  1976  Ohio  legislative  budget  office 
memorandum  reported  that  "the  Ohio  Department  of  Public  Welfare  has  been 
under  a  recent  consent  order  to  screen  eligible  children  through  EPSDT 
and  failure  to  do  so  will  result  in  the  imposition  of  fiscal  sanctions 
against  the  state.     Regardless  of  this  potential  loss  of  monies,  the 
question  of  the  need  for  EPSDT  as  a  longer  term  means  of  reducing  costs 
might  be  explored."     (emphasis  added)."'""'"    HEW,  of  course,  has  greater 
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leverage  to  enforce  compliance  than  the  1  percent  penalty;  it  can  poten- 
tially deem  the  whole  program  out  of  compliance  and  withdraw  all  federal 
support.  However,  such  an  extreme  response  is  unlikely  because  severe 
penalties  are  rarely  enforced.  Since  the  inception  of  the  Medicaid  pro- 
gram and  throughout  the  more  than  2,300  reported  incidents  of  state  non- 
compliance with  federal  regulations,  not  one  state  has  had  its  federal 

12 

share  completely  withheld.        Thus,  states  could,  if  they  felt  that  EPSDT 
would  cost  more  than  the  1  percent  penalty,  quietly  get  "bogged  down"  in 

the  implementation  of  EPSDT,  suffer  the  sanction,  and  functionally  render 

13 

a  mandatory  benefit  optional. 

The  EPSDT  program  has  a  clear  potential  for  becoming  enormously  ex- 
pensive.    The  arguments  for  the  massive  screening  program  mandated  by 
EPSDT  is  appropriate,  if,  and  only  if,  the  following  assumptions  hold. 

1.  Most  AFDC  parents  and  guardians  are  unaware  of  or  indifferent 
to  their  children's  pain  or  discomfort. 

2.  All  critical  health  problems  of  children  will  not  be  detected 
through  the  use  of  routine  medical  services. 

3.  Those  health  problems  detected  through  the  provision  of  routine 
or  acute  medical  care  cannot  be  treated  as  effectively  or  inexpensively 
as  problems  detected  through  screening. 

4.  The  value  of  EPSDT,  in  terms  of  medical  expenses  avoided  and 
benefits  to  children  (e.g.,  reduced  discomfort  or  enhanced  ability  to 
learn),  exceed  the  cost  of  universal  screening. 

It  is  likely  that  these  criteria  will  be  met  in  some  cases  but  not  in 
others.     They  suggest  that  the  program  might  be  targeted  much  more  care- 
fully to  specific  age  groups  and  to  specific  health  problems.  Such 
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targeting  would  be  more  acceptable  to  the  states  because  it  would  be 
easier  to  administer  and  less  expensive  than  universal  screening.  It 
would  yield  greater  returns  for  every  dollar  invested   (because  it  would 
be  focused  on  problems  with  the  greatest  probability  of  occurring  rather 
than  checking  for  all  forms  of  ill  health  among  all  ages  of  children). 
Finally,  its  assumptions  are  less  heroic  and  therefore  not  as  offensive 
as  the  assumptions  underlying  the  current  EPSDT  approach. 

F.       Limiting  Benefits  by  Diagnosis 

In  designing  its  Medicaid  benefit  package,  a  state  "may  not  arbi- 
trarily deny  or  reduce  the  amount,  duration  or  scope  of  such  services 
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solely  because  of  the  diagnosis,   type  of  illness  or  condition."  A 
state  may,  of  course,  take  more  drastic  measures  such  as  the  elimination 
of  the  service  altogether  or  reducing  the  amount  and  duration  for  all 
services  delivered  by  a  specific  provider. 

The  restriction  on  arbitrarily  reducing  services  because  of  diagnosis 
is  interesting  because  of  the  ambiguous  nature  of  the  term  "arbitrary"  and 
because  limitations  by  diagnosis  can  perhaps  be  the  least  punitive  and 
most  effective  of  all  benefit  limitations,  particularly  in  those  areas 
where  medical  protocol  has  been  clearly  defined.     In  some  instances,  re- 
gional differences  have  been  observed  in  days  spent  in  hospitals  for 
specific  diagnosis  which  cannot  be  attributed  to  medical  necessity  but 
medical  patterns  or  habits  of  practice.     The  question  is — should  the  state 
support  an  expensive  tradition  of  practice  which  contributes  very  little 
to  the  patient's  health  and  well  being? 
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We  recommend  that  states  be  explicitly  permitted  to  experiment  with 
the  application  of  applying  limits  on  benefits  by  diagnosis,  that  those 
limits  be  based  upon  cost-effective  medical  practices  observed  within  the 
state,  region,  or  the  nation  and  that  the  impact  of  those  limitations  be 
carefully  evaluated.     The  federal  government  would  be  required  to  estab- 
lish guidelines  for  approving  the  limits  that  were  proposed  by  the  states. 

Benefit  by  diagnosis  limitations  and  MCE  (Medical  Care  Evaluation) 
could  be  accomplished  in  conjunction  with  PSRO  profiling  activities.  As 
a  first  step  the  state  could  examine  age  and  diagnostic  specific  provider 
profiles  developed  by  PSROs  within  its  jurisdiction.     The  purpose  would 
be  to  discover  procedures  reflecting  relatively  standardized  medical  proto- 
col with  respect  to  length  of  stay  or  service  usage  (e.g.,  those  proced- 
ures exhibiting  little  variation  around  regional  norms).     The  second  step 
would  be  to  compare  these  regional  norms  with  national  or  other  area 
norms  for  identical  procedures.     Where  significant  differences  are  ob- 
served, special  MCE  studies  could  be  commissioned  to  discover  whether  the 
differences  are  due  to  "style"  of  practice  or  have  a  legitimate  basis  in 
expected  health  outcomes.     In  the  former  case,  diagnostic  specific  bene- 
fit limitations  could  be  tied  to  the  norm  reflecting  the  least  expensive 
style  of  practice. 

G.       Recipient  Photo-Identification 

As  long  as  this  nation  has  welfare  programs,  client  fraud  will  be  an 
emotional  and  divisive  issue.     Client  fraud  is  used  as  evidence  of  the 
corrupt  nature  of  welfare  and  of  many  of  the  individuals  seeking  assis- 
tance.    The  excessive  complexity  of  the  eligibility  process  is  often 
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overlooked.     The  confusion  caused  by  the  fragmentation  of  programs  and 
eligibility  tests  is  often  ignored.     The  failure  of  the  federal  government 
to  issue  timely  guidelines  and  clarifications  of  regulations  is  not  ad- 
dressed.    The  number  of  ineligible  welfare  recipients,  however,  receives 
inordinate  public  exposure.  #  The  results  of  special  legislative  audits  do 
not  necessarily  reveal  massive  client  fraud  (i.e.,  willful  abuse  of  the 
system).     What  they  do  indicate  is  that  overworked  eligibility-determination 
workers  attempting  to  process  applicants  in  less  than  an  hour  make  errors 
which  not  surprisingly  are  uncovered  by  well-trained  auditors  spending 
several  days  investigating  individual  client  records. 

With  each  revelation  of  ineligible  welfare  clients,  there  follows  a 
political  outcry  to  purge  the  system  of  all  of  its  welfare  cheats.  The 
cost  for  monitoring,  detecting,  and  removing  ineligible  clients  is  often 
not  calculated.     As  the  more  egregious  cases  are  purged  from  the  rolls,  it 
becomes  more  and  more  expensive  to  discover  ineligible  clients.  Under 
textbook  conditions,  quality  control  should  stop  at  the  point  at  which 
additional  monitoring  exceeds  the  savings  from  successful  discoveries. 
Under  public  conditions,   the  political  pressure  to  find  the  last  "welfare 
cheat"  often  tends  to  obscure  how  costly  the  process  is.     It  also  obscures 
the  fact  that  there  are  welfare  cheats  who  don't  know  they  are  welfare 
cheats  because  neither  they  nor  their  caseworkers  are  able  to  understand 
the  eligibility  criteria.     From  a  cost/benefit  perspective  a  purging  and 
simplification  of  the  process  would  be  more  effective  than  engaging  in  a 
quest  for  the  last  welfare  cheat. 

All  of  these  substantive  issues  are  frequently  shunted  aside  in  lieu 
of  the  more  politically  appealing  exposes  regarding  welfare  clients  and 
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chiselers.     The  concept  of  welfare  is  so  antithetical  to  the  American  sense 
of  propriety  that  even  the  suspicion  of  welfare  abuse  evokes  sustained 
proclamations  of  outrage.     Welfare  fraud  is  a  political  symbol;  as  such  it 
will  not  be  remedied  by  esoteric  manipulations  in  the  Medicaid  Management 
Information  System  (MMIS) ,   intensified  training  periods  for  eligibility 
determination  workers  or  targeted  monitoring  of  "high  risk"  groups  in  the 
welfare  population.     These  methods  may  yield  significant  reductions  in 
client  fraud;  but,  they  are  not  easily  explained  in  symbolically  satisfy- 
ing terms. 

The  symbolic  and  operational  solution  to  the  welfare  fraud  issue  is 
a  federal  requirement  that  recipients  present  photo  identification  cards. 
Photo  IDs  could  be  issued  once  and  used  in  conjunction  with  the  more  fre- 
quently issued  Medicaid  card.     Providers  would  be  required  to  check  both 
cards  before  submitting  an  invoice  or  risk  non-payment  if  the  client  was 
ineligible.     Photo  IDs  would  serve  several  functions.     They  would  limit  the 
fraudulent  use  of  legitimately  issued  Medicaid  cards.     For  example,  an  in- 
dividual would  find  it  increasingly  difficult  to  "borrow"  a  friend's  Medi- 
caid card  without  also  borrowing  the  photo  ID.     Second,  they  would  increase 
the  cost  of  purchasing  fraudulent  cards  on  the  black  market;  and  increase 
the  difficulty  of  using  those  cards.     (Depending  upon  the  nature  of  the 
official  cards,  possible  counterfeits  may  be  hard  to  develop.)     Third,  they 
would  increase  the  vigilance  of  providers.     They  would  also  assuage  politi- 
cal outcries.     The  use  of  photo  IDs  are  easily  understood  as  a  means  of 
controlling  fraud.     In  addition,  photo  IDs  would  have  several  advantages 
for  other  aspects  of  the  welfare  system.     They  would  limit  forgery  and  the 
subsequent  cashing  of  stolen  or  lost  public  assistance  checks.     They  would 
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increase  the  ease  with  which  welfare  clients  could  cash  their  checks. 

Finally,   they  would  discourage  those  who  knowingly  and  fraudulently  apply 
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for  public  assistance. 

H.       Relaxation  of  Federal  Cost-Sharing  Regulation 

It  is  often  argued  that  the  substantial  increase  in  health  insurance 
in  the  last  fifteen  years  has  resulted  in  consumer  indifference  to  the 
cost  of  services  they  receive.     The  popular  mechanisms  for  making  the  con- 
sumer responsive  to  medical  costs  have  been  deductibles,  coinsurance,  and 
copayments.     Deductibles  are  a  given  dollar  amount  which  is  charged  to  the 
patient  before  the  insurance  takes  effect;  e.g.,  the  patient  must  pay  the 
first  $50  of  doctor  bills.     Coinsurance  is  the  assignment  of  fixed  percent- 
age of  the  bills  to  the  patient;  e.g.,  the  patient  is  responsible  for 
20  percent  of  the  first  $1,000  and  10  percent  of  all  bills  thereafter. 
Copayment  is  a  flat  dollar  amount  charged  everytime  a  patient  uses  a  ser- 
vice regardless  of  how  much  he  has  previously  paid;  e.g.,   $1.50  per 
prescription . 

In  determining  which  of  these  mechanisms  could  be  appropriate  for 
Medicaid,  program  managers  must  consider  the  following  constraints.  First, 
the  mechanisms  would  make  the  client  cost  conscious  without  being  punitive 
(that  is,   it  should  not  deny  needed  care)  or  discouraging  socially  de- 
sirable care.     Second,   it  should  be  limited  to  medical  decisions  which 
normally  fall  within  the  consumer's  prerogative.     Third,  it  should  be  ad- 
ministratively feasible  and  inexpensive.     Fourth,  it  must  be  in  compliance 
with  federal  regulations  or  those  regulations  must  be  waived  by  the  fed- 
eral government.     Generally,  a  waiver  is  granted  under  the  guise  of  an 
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1115  experiment  or  targeted  by  specific  provisions  within  the  Social  Se- 
curity Act  Amendments. 

If  the  objective  of  cost  sharing  devices  is  to  promote  cost  conscious- 
ness without  being  punitive,  then  the  charge  must  be  nominal.     It  must  re- 
flect the  subsistence  income  granted  under  most  welfare  systems.     It  is 
senseless  to  force  clients  to  make  tradeoffs  which  have  equally  poor  ef- 
fects on  their  health;  for  example,  more  medical  care  for  less  food  or 
clothing.     If  the  charge  is  small  then  deductibles  or  coinsurance  become 
relatively  expensive  to  administer;  copayments  are  more  logical  and  less 
confusing. 

Small  charges  do  not  eliminate  the  potential  for  denying  necessary 
care,  particularly  if  an  individual  has  a  chronic  condition  which  requires 
continuous  attention.     This  problem  can  be  resolved  by  excluding  all  ser- 
vices for  chronic  conditions  from  a  copayment  requirement.     Similarly,  all 
services  deemed  socially  desirable  and  necessary,  such  as  prenatal  care, 
infant  care,  or  immunizations,  can  be  excluded. 

If  the  government  wishes  to  minimize  the  effect  that  a  copayment  has 
on  the  client's  real  income,  then  public  assistance  payments  could  be  in- 
creased by  the  expected  outlay  for  copayments.     For  example,  if  the  average 
AFDC  adult  visited  a  physician's  office  4.6  times  a  year  and  if  the  payment 
was  $2.00  an  office  visit,  then  the  average  patient  expenditure  is  $9.20. 
If  every  three  months,  welfare  payments  for  each  AFDC  adult  was  increased 
by  $2.30  then,  on  average,  clients  would  not  experience  a  reduction  in 
their  payments.     The  point  of  a  copayment  is  not  to  shift  part  of  the  fi- 
nancial burden  onto  the  client.     It  is  to  discourage  clients  from  abusing 
the  system.     For  instance,  if  a  copayment  was  placed  on  physician  office 
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visits,  clients  defined  as  abusing  the  system  could  consist  of  hypochon- 
driacs, individuals  who  use  physicians  to  cure  their  loneliness  or  boredom, 
and  individuals  with  minor  ailments  who  could  be  served  adequately  through 
self- treatment. 

The  savings  generated  by  copayments  would  come  from  the  cost  of  ser- 
vices not  consumed  (minus  the  copayment)  and  the  client  sensitivity  to 
possible  provider  abuses  (e.g.,  physician  scheduling  visits  for  non-chronic 
conditions).     The  costs  incurred  by  copayments  on  the  other  hand,  must  be 
calculated  in  terms  of  necessary  care  foregone.     Will  copayment  have  a 
deleterious  effect  on  the  health  of  the  Medicaid  recipient?    The  evidence 
is  mixed  and  inconclusive. 

The  limited  empirical  research  on  the  effects  of  copayments  on  the 

poor  leads  one  to  conclude  that  copayments  may  have  a  limiting  effect  on 

utilization  of  physician  services,  at  least  in  the  short  run.  Evidence 

from  Canada  suggests  that  the  initial  effects  wear  off,  perhaps  because  of 

changes  in  patient  attitudes  or  incomes,  inflation,  or  because  of  changes 
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in  delivery  practices  of  physicians.        On  the  other  hand,  the  evidence 
from  Scitovsky  suggests  that  the  deterrent  effect  does  not  wear  off."*"^  In 
the  long  run,  the  ability  of  physicians  to  influence  patients'  decisions 
can  result  in  an  increase  in  the  supply  of  certain  kinds  of  services  in 
response  to  reduced  patient-initiated  demand.     Nonetheless,  the  short  run 
effects  can  be  important  for  a  state  faced  with  severe  budget  problems. 
Copayments  on  physician  services  may  have  adverse  effects  on  patient  health, 
leading  to  increased  use  of  other  services.     However,  the  presence  of  this 
type  of  impact  has  not  been  substantiated.     Copayments  for  prescription 
drugs,  as  for  physician  visits,  would  probably  have  some  deterrent  effect 
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and  would  spread  the  burden  of  program  reductions  across  a  large  share  of 
Medicaid  patients.     It  may  have  several  undesirable  effects  including  de- 
terrence of  necessary  drug  utilization,  reduction  in  pharmacy  participa- 
tion, and  increases  in  the  size  of  prescriptions.     The  ideal  result  would 
be  less  unnecessary  use  of  drugs,  improved  patient  health,  and  reduced 
Medicaid  costs.     The  actual  result,  however,  may  be  quite  different. 

The  most  sensible  approach  to  copayment  would  be  to  apply  it  to  medi- 
cal decisions  normally  made  by  consumers;  that  is,  decisions  to  seek  care 
from  a  physician  or  physician  substitute  (podiatrist,  chiropractor,  out- 
patient department,  or  clinic).     Placing  copayment  requirements  on  phar- 
maceuticals discourages  patients  from  complying  with  the  physician's 
recommended  course  of  therapy.     This  form  of  deterrence  is  not  the  function 
of  copayment.     Because  the  physician's  service  is  also  a  component  of  his 
recommended  therapy,  it  can  be  argued  that  copayment  does  in  fact  dis- 
courage compliance  with  physician  management  of  the  patient's  case.  A 
response  to  that  assertion  is  that  copayment  does  more  than  that.  It 
forces  the  patient  to  evaluate  his  needs  more  carefully  and  the  physician's 
responsiveness  to  those  needs.     The  choice  of  whether  or  not  to  continue 
seeing  a  physician  is  not  merely  one  of  choosing  to  receive  one  part  of 
therapy  but  all  therapy  under  the  direction  of  that  doctor.     This  is  a 
proper  decision  for  any  consumer  to  make. 

Current  federal  regulations  prohibit  the  use  of  copayment  for  any  of 
the  mandatory  services  extended  to  the  categorically  needy.     Thus,  while 
physician  services  and  outpatient  hospitalization  are  "protected"  from  co- 
payment,  pharmaceuticals  and  medical  supplies  are  not.     The  arguments  for 
this  distinction  are  not  convincing.     We  would  recommend  that  the  federal 


83 


government  should  restructure  current  copayment  regulations  in  the  follow- 
ing fashion:  First,  copayments  should  be  set  at  nominal  amounts.  Second, 
public  assistance  grants  should  be  increased  by  the  average  expected 
client  expenditures  on  copayments.  Third,  copayments  should  be  restricted 
to  ambulatory  care  services  of  physicians  and  physician  substitutes. 
Fourth,  chronic  care,  certain  preventive  services,  and  specific  acute  care 
(e.g.,  all  infant  care)  should  be  excluded  from  the  copayment  requirements. 

I.       Deletion  of  the  Freedom  of  Choice  Provision 

Federal  regulations  require  that  states  must  provide  that  "any  indi- 
vidual eligible  for  medical  assistance  may  obtain  the  services  available 

under  the  state  (Medicaid  program)   from  any  institution,  agency,  pharmacy 
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or  practitioner. . .which  is  qualified  to  perform  such  services."        From  an 
administrative  standpoint,   this  means  that  any  licensed  provider  may  par- 
ticipate in  the  Medicaid  program  and  any  recipient  can  choose  any  partici- 
pating provider.     Freedom  of  choice  is  envisioned  as  a  prerequisite  to 
mainstream  medicine.     Advocates  believe  that  if  poor  individuals  are  in- 
sured for  a  wide  range  of  medical  services  and  given  the  freedom  to  choose 
any  provider  then  they  would  seek  out  and  receive  care  comparable  to  middle 
and  upper  middle  income  classes. 

The  freedom  of  choice  provision  is  a  principle  blinded  to  the  reali- 
ties of  the  medical  care  system  in  general  and  the  way  in  which  the  poor 
relate  to  that  system.     It  presupposes  a  level  of  consumer  choice  that  is 
non-existent.     Doctors  act  as  healers  and  coordinators  of  a  patient's 
medical  inputs.     Patients  rarely  select  hospitals,  laboratories,  or  medi- 
cal supplies  independent  of  their  physicians. 
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Second,  the  client's  freedom  of  choice  is  constrained  by  the  freedom 
of  providers  to  choose  whether  or  not  they  will  participate  in  Medicaid. 
The  decision  to  participate  is  based,  among  other  things,  upon  the  pro- 
vider's willingness  to  treat  the  poor  and  his  acceptance  of  Medicaid  re- 
imbursement rates,  utilization  controls,  and  administrative  practices 
(e.g.,  promptness  of  payment).     All  of  these  factors  are  beyond  the  con- 
trol of  the  client  and  all  of  them  affect  the  client's  freedom  of  choice. 

Finally,  Medicaid  clients  tend  to  be  clustered  within  poverty  pockets 

in  major  metropolitan  areas.     Providers  do  not  tend  to  locate  in  those 

areas.     Client  choice  is  therefore  constrained  further  by  limited  access 

to  participating  providers.    While  Medicaid  has  improved  the  recipient's 

access  to  medical  care,  a  study  by  Karen  Davis  indicates  that  "the  poor 

still  do  not  participate  in  mainstream  medicine  of  comparable  quality, 

convenience  and  style  received  by  more  fortunate  persons ...  Instead  the 

poor  are  much  more  likely  to  receive  care  from  general  practitioners  rather 

than  specialists,  in  a  hospital  out-patient  department  rather  than  in  a 

physician's  office,  and  after  traveling  long  distances  and  waiting  sub- 
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stantially  longer  for  care." 

While  it  is  not  clear  how  the  freedom  of  choice  provision  has  con- 
tributed to  introducing  mainstream  medicine  to  Medicaid  recipients,  it  has 
helped  providers.     In  the  past.,  freedom  of  choice  has  prevented  states 
from  limiting  services  to  large  efficient  providers  of  ancillary  services. 
New  York  City  provides  a  classic  example  of  the  misapplication  of  freedom 
of  choice  provision.     As  a  means  to  contain  their  rapidly  rising  laboratory 
costs,  the  city  attempted  to  institute  a  system  of  competitive  bidding  by 
laboratories  to  service  Medicaid  recipients  within  specified  geographic 
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areas.  Seven  laboratories  successfully  had  the  city  enjoined  from  imple- 
menting that  system  on  the  grounds  that  it  violated  the  freedom  of  choice 

.    .  20 
provision. 

Freedom  of  choice  has  also  forced  states  to  engage  in  circuitous  de- 
vices to  purge  Medicaid  mills  and  questionable  practitioners  from  the 
roster  of  participating  providers.     It  has  weakened  the  states'  ability 
to  deal  with  a  number  of  "Medicaid  specialists"  suspected  of  costly  and 
abusive  behavior. 

Costs  could  be  limited  in  a  number  of  ways  if  the  freedom  of  choice 
provision  were  deleted;  and  none  of  them  would  necessarily  have  a  delete- 
rious effect  on  the  patients.     First,  the  threat  of  being  summarily  re- 
moved from  the  program  might  discourage  providers  from  engaging  in  ques- 
tionable accounting,  billing,  or  medical  practices.     Second,  states  could 
contract  with  large-scale,  low  cost  laboratories,  pharmaceutical  firms, 
or  optometric  clinics  to  provide  a  given  set  of  services  with  a  given 
service  area.     Third,  states  could  experiment  with  limiting  access  to  a 
range  of  selected  providers  with  concerted  and  ongoing  monitoring  of  per- 
formance.    Such  experiments  would  approximate  a  state  organized  HMO. 

J.       Certification  of  All  Nursing  Homes  in  Medicaid  or  Medicare 

Medicare  beneficiaries  are  covered  for  100  days  of  care  in  a  skilled 
nursing  facility  (SNF) .     Medicare  reimbursement  rates  are  often  higher 
than  a  state's  Medicaid  rate.     Furthermore,  the  Medicare  certification 
requirements  for  SNFs  are  identical  to  the  Medicaid  certification.  Yet 
SNFs  often  choose  to  participate  as  Medicaid-only  nursing  homes  and  shy 
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away  from  Medicare  participation  because  of  a  series  of  cost  containment 
measures  adopted  by  the  Social  Security  Administration  in  1969  and  1970. 

At  that  time,  Medicare  altered  its  relatively  liberal  open  ended 
"reasonable  cost"  reimbursement  scheme  for  SNFs  in  three  ways.     First,  it 
removed  a  1.5  percent  cost  plus  fee  (for  alleged  unidentifiable  costs) 
and  eliminated  franchise  fees  (charged  by  chain  SNF  corporations)  as  an 
allowable  cost.     Second,  it  limited  the  return  on  capital  investment  to  a 
return  on  the  lowest  of  historical  costs,  fair  market  value,  or  current 
replacement  minus  straight  line  depreciation.     Third,  it  adopted  a  "pru- 
dent buyer"  concept  which  reimbursed  at  levels  no  higher  than  a  prudent 
buyer  would  pay  for  similar  services  in  a  given  geographic  region. 

These  new  policy  rulings  were  tied  to  a  reevaluation  of  the  need  for 

extended  care  services  authorized  under  Medicare.     The  review  process  was 

intensified  by  a  new  admitting  procedure:    When  a  patient  was  admitted  and 

received  services,  the  necessity  of  care  was  adjudged  and  if  the  case  was 

rejected,  the  patient  was  responsible  for  all  charges  and  the  extended 

care  facility  was  forced  to  collect  directly  from  the  patient.     To  the 

home  this  added  the  possibility  of  nonpayment  of  charges  to  the  former 

21 

risk-free  Medicare  patients.        The  net  result  was  that  the  number  of 

Medicare  patients  in  those  facilities  decreased  sharply.     Between  1968  and 

1969,  admissions  increased  by  80,000,  but  fell  by  over  50,000  in  1970  as  a 
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result  of  the  new  restriction. 

Since  the  number  of  nursing  home  beds  under  construction  was  rapidly 
increasing  at  the  same  time,  the  combined  effect  of  the  new  regulations 
was  immediate  and  noticeable.     A  typical  home  in  Cleveland,  Ohio  (Pavilon 
Nursing  Home),  had  been  operating  a  $1,250,000  center  with  140  of  150  beds 
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full  in  1969.     A  year  later  its  occupancy  had  fallen  to  104  beds  filled, 

and  its  Medicare  patient  load  decreased  from  74  in  October  of  1969  to  34 

23 

in  February  of  1970.        A  similar  impact  was  noted  by  the  Extendicare 

Corporation  of  America  which  stated  that  its  Medicare  patient  load  had  de- 

24 

creased  by  50  percent  to  only  17  percent  of  the  total  patient  load.  By 

October  1971,  2,000  nursing  homes  had  dropped  out  of  the  program  completely 

25 

and  many  others  were  refusing  to  accept  new  Medicare  patients. 

This  situation  was  stabilized  and  reversed  with  the  passage  of  H.R.I 
(Public  Law  92-603)  in  1972.     H.R.I  provided  that  individuals  with  certain 
diagnosis  upon  discharge  from  the  hospital  were  to  be  "presumed"  eligible 
for  care  in  a  Medicare  nursing  home  for  a  specific  period.     The  establish- 
ment of  "presumptive  periods  of  coverage"  put  an  end  to  retroactive  denials, 
one  of  the  primary  causes  of  the  nursing  home  industry's  flight  from  the 
Medicare  program. 

The  passing  of  H.R.I  was  the  first  step  in  a  concerted  effort  to  unify 
policy  and  procedures  under  Medicare  and  Medicaid.     Effective  July  1973, 
the  bill  established  a  single  definition  and  set  up  standards  for  extended 
care  facilities  under  Medicare  and  skilled  nursing  homes  under  Medicaid. 
The  single  category  "skilled  nursing  facility"  would  be  eligible  to  par- 
ticipate in  both  programs.     Medicare  and  Medicaid  utilization  review  stan- 
dards were  essentially  merged  through  a  provision  requiring  Medicaid  SNF 

26 

(with  certain  exceptions)  to  use  Medicare  utilization  review  procedures. 

Despite  these  efforts,  a  number  of  SNFs  still  refuse  to  participate 
in  Medicare.     Thus,  states  are  often  forced  to  pay  for  services  which 
should  be  covered  by  Medicare.     Because  of  the  restrictive  control  of 
Medicare  reimbursement  and  regulatory  policies,  Medicaid  has  become,  in 
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part,  a  national  program  for  long-term  care  which  meets  the  needs  of  many 
not  usually  considered  poor.     Financing  long-term  care  for  the  non-poor 
imposes  burdens  on  the  states  which  were  never  envisioned  as  their  re- 
sponsibility.    Complete  use  of  all  Medicare  funds  available  for  SNF  care 
would  ease  the  burden  on  the  states.     We  suggest  then  that  all  homes  par- 
ticipating in  either  Medicare  or  Medicaid  be  required  to  participate  in 
both  programs.     The  result  would  be  a  substantial  shift  of  the  financial 
responsibility  for  long-term  care  from  many  states  to  the  federal 
government . 
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APPENDIX:     "THERE  OUGHT  TO  BE  A  REGULATION" 

Next  to  "there  ought  to  be  a  law,"  the  most  popular  phrase  in  Wash- 
ington is  "there  ought  to  be  a  regulation."    There  is  a  preoccupation  with 
updating,  refining,  and  expanding  regulations  to  fill  every  crevice  (real 
or  imagined)  of  federally  sponsored  programs.     As  the  federal  government 
acts  to  extend  its  control,  it  often  achieves  the  opposite  effect.  This 
is  particularly  true  for  joint  federal  and  state  programs.     The  distance 
between  the  levels  of  government  and  the  federal  desire  to  impose  its  will 
on  the  states  results  in  an  outflowing  of  increasingly  complicated  regula- 
tions.    Often,  these  regulations  are  filled  with  severe  sanctions  for  non- 
compliance.    Political  developments,  court  cases,  and  bureaucratic  mo- 
mentum act  to  continually  modify  and  update  regulations.     Finally,  any 
indications  that  some  program  recipients  or  providers  might  be  engaging 
in  questionable  acts  produce  regulations  requiring  that  all  recipients  and 
providers  be  subjected  to  public  scrutiny.     These  regulatory  acts  are  very 
often  counter  productive.     They  are  more  concisely  stated  as  four  regula- 
tory dilemmas : 

1.     Complex  regulations  permit  greater  discretionary  behavior  than 
simple  regulations.     The  distance  between  federal  and  state  government 
creates  a  sense  of  distrust.     Federal  administrators  may  legitimately 
question  the  states'  motives  and  intent.     Will  the  program  be  carried  out 
as  Congress  and  the  President  intended?    In  an  attempt  to  promote  compli- 
ance with  the  federal  will,  federal  agencies  strive  to  minimize  state  dis- 
cretion.    Discretionary  behavior  is  supposedly  curtailed  by  writing  de- 
tailed regulations;  regulations  designed  to  cover  all  occasions.     The  more 


90 


complex  regulations  are,  however,  the  greater  the  difficulty  of  enforcing 
them  or  implementing  them.     Indeed,  exceedingly  complex  regulations  cannot 
be  uniformly  monitored  by  the  federal  government  and  cannot  be  uniformly 
implemented  by  the  states. 

States  and  federal  agencies  pick  and  choose  those  regulations  which 
they  will  live  by  and  those  which  they  will  ignore.     Discretionary  re- 
sponses are  not  only  tolerated,  they  are  viewed  as  the  only  appropriate 
means  of  operating  a  program.     In  Medicaid,  the  courts  (not  the  Medical 
Services  Administration)  have  become  the  monitoring  agent.     Suits  filed 
by  providers  and  clients  become  the  only  way  the  program  is  kept  "honest." 
This  costly,  time  consuming,  arbitrary  enforcement  of  regulations  by  a 
branch  of  government  that  is  neither  responsible  nor  equipped  to  monitor 
the  program  attests  to  the  effectiveness  of  Medicaid  regulations. 

2.  Severe  sanctions  often  create  sanction-free  environments.  Severe 
sanctions  are  intended  to  discourage  regulatory  non-compliance.  The  logic 
is  that  if  the  threat  of  a  slap  on  the  wrist  deters  half  of  the  potential 
wrong  doers  then  the  threat  of  cutting  off  an  arm  will  deter  all.  As  most 
administrators  know,  the  more  severe  sanctions,  the  less  likely  they  are 
to  be  imposed.  Severe  sanctions  are  rarely,  if  ever,  imposed  by  a  federal 
executive  agency. 

3.  Frequent  updating  of  regulations  destroys  regulations.     The  pur- 
pose  of    revising  federal  regulations  is  to  incorporate  judicial  findings, 
legislation,  executive  directives,  and  political  compromises  into  the  pro- 
gram.    If  the  regulations  are  revised  too  frequently,  they  create  an  atmo- 
sphere of  confusion.     At  the  state  level,  this  results  in  pro  forma  com- 
pliance (e.g.,  reporting  forms  are  filled  out  with  fabricated  data).  The 
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actual  state  response  is  to  adopt  an  ad  hoc  approach  best  suited  to  the 
local  needs  and  least  suited  to  federal  intervention  (the  latter  contains 
incentives  to  avoid  documentation) .     The  end  result  of  frequent  revisions 
is  that  both  new  or  old  regulations  are  often  ignored  by  state 
administrators. 

4.     Intervening  in  the  behavior  of  all  program  participants  wastes 
resources  and  creates  aberrant  or  undesirable  behavior.     The  purpose  of  a 
monitoring  and  intervention  strategy  is  to  deter  potential  abuses  and  de- 
tect existing  ones.     Evidence  that  some  providers  or  clients  are  misusing 
a  program's  resources  often  produces  a  federal  response  of  "If  some  of 
them  are  doing  it,  all  of  them  are  likely  to  be  doing  it."  Distrust 
breeds  a  massive  screening  effort  directed  at  everyone.     It  is  less  ef- 
fective than  an  approach  targeted  at  specific  subgroups  of  participants. 
Indeed,  the  anger  of  providers  specifically  often  spills  over  in  the  form 
of  unanticipated  aberrant  behavior  (e.g.,  invoices  are  filled  out  in- 
correctly) or  undesired  responses  (providers  drop  out  of  the  program)  . 

These  regulatory  dilemmas  persist  because  they  are  examples  of  common 
sense  misapplied  to  complex  problems.     None  of  these  dilemmas  are  inevi- 
table.    None  are  immutable.     As  a  new  administration  prepares  to  revise 
their  Medicaid  regulations,  we  would  advise  them  that  they  keep  these 
regulatory  issues  in  mind.     Regardless  of  the  changes  that  are  made,  we 
would  urge  that  they  strive  for  a  simplification  of  regulations,  create 
systems  of  graduated  sanctions,  refrain  from  weekly  or  monthly  updating 
of  regulations,  and  target  their  intervention  strategies  whenever  possible. 
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